Journal of Accountancy
Volume 59

Issue 4

Article 10

4-1935

Journal of Accountancy, April 1935 Vol. 59 Issue 4 [whole issue
from bound volume]
American Institute of Accountants

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
American Institute of Accountants (1935) "Journal of Accountancy, April 1935 Vol. 59 Issue 4 [whole
issue from bound volume]," Journal of Accountancy: Vol. 59 : Iss. 4 , Article 10.
Available at: https://egrove.olemiss.edu/jofa/vol59/iss4/10

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

The Journal of Accountancy
Official Organ of the American Institute of Accountants

A. P. Richardson, Editor
[Opinions expressed in The Journal of Accountancy are not necessarily en
dorsed by the publishers nor by the American Institute of Accountants. Articles are
chosen for their general interest, but beliefs and conclusions are often merely those of
individual authors.']

Vol. 59

April, 1935

No. 4

EDITORIAL
It is probably safe to say that since the
celebrated Dred Scott decision, the
supreme court of the United States has
not rendered a decision carrying more serious implications than
did those which were handed down, on February 18th last, in
what were called the “gold clause” cases. The four cases which
were decided that day fall into three general classes. The first
involved the constitutionality of the joint resolution of congress,
approved June 5, 1933, permitting the abrogation of a company’s
promise to pay in gold of a given weight and fineness and the
substitution of payment in currency of the United States in legal
circulation at the date of payment. The second class concerned
the constitutionality of the federal government’s refusal to redeem
gold certificates under the national emergency banking act
without paying a sum equivalent in currency to the gold value
of the redeemed certificates. The third class concerned the right
of the United States government to abrogate the gold clause in
its own bonds. Every citizen of the United States, who still
retains his faith in the future of his country, is vitally affected by
the decisions which the supreme court rendered on these funda
mental questions. To accountants the matter is not only of
moral significance, but there is a technical import as well. What
the supreme court decided amounts, in effect, to an overthrow
of many traditional theories of value, and it strains the whole
fabric of business relationships by saying that in certain circum241
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stances a promise may be distorted to the benefit of its maker and
the detriment of the person to whom the promise was made.

The general argument which one hears
Problem of Emergency .
in street and office is that the court
felt itself compelled by reason of emergency or to prevent dis
aster to wrest the law a little to its authority. If this belief
be well founded, it seems to us that the function of the highest
legal court in the land must have been sadly misunderstood in the
past, for in nearly every case that august tribunal has decided
matters of law by rules of law. Further, one may question how
far the plea of emergency may be carried. The condition of busi
ness and finance in this country can scarcely be called an emer
gency after more than five years of existence. It might be more
correct to say that the extraordinary prosperity of 1929 was the
real emergency. No period of such wild prosperity ever lasted
as long as has this subsequent depression. Then again it is
alleged that a decision according to law would have caused in
finite distress and, indeed, have plunged us into a worse chaos
than that in which we now struggle.
Upon this point a good many people
beg to differ. Had the strict letter and
intent of the constitution been upheld,
it would have created a temporary and possibly panic excitement,
but in the long run we should no doubt have been better off, for
then we should have known that a promise is a promise and gold
is gold and whether a bond bear the signature of government or
corporation or individual person it must be paid when and in the
manner written on its face. If it is an undertaking to pay a
thousand dollars and the nature of those dollars is definitely
described, it requires the strangest sort of sophistry to pretend
that the promise implies something radically different and much
less valuable. Of course, the origin of the whole unhappy matter
lies in the action of the United States in wilfully and unneces
sarily departing from the gold standard for the avowed purpose
of making what was called a “profit” out of a depreciated cur
rency. This mistake and legislation permitting a similar disre
gard of obligations by corporations or other debtors created a
condition which was indeed difficult to overcome; but we insist
that it could have been done, and we firmly believe that over a
242
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period of only a few years the results would have justified a firm
and righteous adherence to the sanctity of contract and the virtue
of honesty.

Some highly interesting aspects of the
gold clause cases deserve the considera
tion of every citizen. By unanimous
vote the nine justices of the supreme court decided that the United
States government had no right under the constitution to fail to
pay the exact value in principal and interest of its bonds. Fol
lowing this altogether unquestionably sound decision, came some
thing which would have excited the envy of the sophists. The
court held, with four justices dissenting, that the plaintiff who
sought to recover the present value of the kind of money which
he was supposed to have received had not proved any damage.
Decisions in Three
Categories

“In considering what damages, if any, the plaintiff has sus
tained by the alleged breach of his bond, it is hence inadmissible
to assume that he was entitled to obtain gold coin for recourse
to foreign markets or for dealings in foreign exchange or for other
purposes contrary to the control over gold coin which the congress
had the power to exert and had exerted in its monetary regulation.
Plaintiff’s damages could not be assessed without regard to the
internal economy of the country at the time the alleged breach
occurred.”
And again,

“Plaintiff has not shown or attempted to show that in relation
to buying power he has sustained any loss whatever; on the con
trary, in view of the adjustment of the internal economy to the
single measure of value as established by the legislation of the
congress and the universal availability and use throughout the
country of the legal tender currency in meeting all engagements,
the payment to the plaintiff of the amount which he demands
would appear to constitute, not a recoupment of loss in any proper
sense, but an unjustified enrichment.”

The naivete of the majority of the court
in believing that any bond was ever
written for payment in purchasing
power is extraordinary. As is said elsewhere in the decision, the
purpose of the gold clause was to protect the bond holder against
a possibly depreciated currency in the future. Therefore, it
seems rather contradictory to hold that payment of an obligation
243
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intended to protect against a decline in purchasing power can
be based upon that very power to purchase. On the question of
whether a man who was fortunate enough to have made a good
investment was entitled or not to the profit which he apparently
earned is something that wanders outside the realm of law. It
is more a question of ethics. There has been a great deal of
loose talk about the so-called profit motive—without which the
world would stop—but nine-tenths of the population would
probably agree that there is nothing inherently wrong in reaping
the benefit of wise investment. It certainly is not contrary
to our national scheme of life to make a success of a venture.
.
But the most extraordinary feature of
.
the whole series of decisions was the
statement, made by the majority of the court, that while damage
might subsequently be proven against the United States, there
was no way in which it could be assessed. In other words, if the
debtor be a big man and the creditor a little fellow there is noth
ing that can be done about it. That is the sort of theory which
makes not at all for faith in the country which one loves, as that
country is administered by its chosen representatives. In con
versation with many well informed members of the bar, we have
failed to find any one who supports this strange dictum of the
supreme court of the United States; and we believe that the prin
ciple enunciated will bear bitter fruit for many a day to come.
In effect, the court says that it was immoral to attempt to abro
gate a promise to pay in gold, but that, because the government
may not be sued without consent, there is nothing that any one
can do about it. How very far have we strayed from the earlier
conception of the meaning of the constitution.

Theory of Force Majeure

On the question of the redemption of
gold certificates, it seems to us that
there is even less justification for the
On the face of the gold certificates appears this

Words of Simple
Purport

court’s decision.
legend:

“This certifies that there have been deposited in the treasury
of the United States of America one thousand dollars in gold coin
payable to the bearer on demand. This certificate is a legal tender
in the amount thereof in payment of all debts and dues, public
and private.’’
244
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If there could be a more specific designation of what the bearer
could demand, we can not imagine it. There is nothing said
about payment in anything but gold dollars. There is no refer
ence to a substitution of some other sort of currency, whether
there be emergency or not. It is a clear, definite promise to pay
to the bearer gold dollars—and nothing can make it anything
but such a promise. Why, one may ask, were gold certificates
issued if they were not to indicate that gold was available and
would be available? Why was not the pledge in these certificates
expressed, as it is in the certificates now being issued, without
reference to any particular kind of currency? Presumably when
the United States wrote on its certificate that a thousand gold
dollars had been deposited, they were deposited and were ear
marked for delivery when the holder of such a certificate should
demand them. There may be some fine, legal nicety which can
be adduced to misinterpret the word “gold” in the certificate,
but surely the time has not come, even yet, to determine the
honor of the United States by hair-splitting legalism.

Coming now to the decision in the cases
involving the right of congress to abro
gate gold clauses in private obligations,
we shall find that there is a good deal of difference of opinion.
There are many eminent members of the bar who are willing to
justify the court’s decision on this point; but to a simple layman
it seems impossible to understand why what the court unanimously
decided to be immoral in the case of United States can be made
moral in the case of a private corporation. If a promise to pay
by the United States is what it purports to be, by what sharp
process of reasoning can a promise to pay by a corporation, created
under authority of state laws, be converted into a promise to
pay something not nominated in the bond? A theory has been
advanced that corporation bonds are intended to be negotiable
instruments and that an interpretation of their provisions which
would require actual payment in gold would make them nonnegotiable, because they would call for a commodity rather than
currency. To this it may be retorted that there is nothing on the
face of any bond, of which we have knowledge, to indicate that
it is meant to be a negotiable instrument. The truth is that
custom and convenience have made the negotiation of bonds
common and easy. And there are many of these bonds which
245
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are not considered by the buyer to be negotiable. Countless
estates, institutions, fiduciaries of all sorts invest in corporate
bonds in the belief that the companies issuing them are sound
and that at maturity the bonds will be paid in full. There is no
thought in such cases of using the bonds as negotiable instruments.
As we have said, a decision of the
The Minority Opinion supreme court calling for the payment
to which the bond holder was morally
entitled would have caused a tremendous amount of dismay,
and perhaps the bond market would have been thrown out of
balance—it would not be a very marked change from the present
condition—but we believe that it would have been found in the
last analysis that the true welfare of the country as a whole would
have been best served by adherence to the clear meaning
of plain language. If these decisions had borne the unanimous
endorsement of the court, we should hesitate to express an opinion
and might have come to the conclusion that nine men of the
eminence and ability of the justices of the court knew far better
than the rest of us the meaning of law and honor and truth. But
here is an interesting fact: Justice McReynolds, with Justices
Van Devanter, Sutherland and Butler concurring, had this to say:

“ If given effect, the enactments here challenged will bring about
confiscation of property rights and repudiation of national obli
gations. Acquiescence in the decisions just announced is im
possible; the circumstances demand statement of our views.
‘To let oneself slide down the easy slope offered by the course of
events and to dull one’s mind against the extent of the danger,
. . . that is precisely to fail in one’s obligation of responsibility.’
“Just men regard repudiation and spoliation of citizens by their
sovereign with abhorrence; but we are asked to affirm that the
constitution has granted power to accomplish both. No definite
delegation of such a power exists; and we can not believe the farseeing framers, who labored with hope of establishing justice and
securing the blessings of liberty, intended that the expected govern
ment should have authority to annihilate its own obligations and
destroy the very rights which they were endeavoring to protect.
Not only is there no permission for such actions; they are in
hibited. And no plenitude of words can conform them to our
charter.
“The federal government is one of delegated and limited powers
which derive from the constitution. ‘It can exercise only the
powers granted to it.’ Powers claimed must be denied unless
granted; and, as with other writings, the whole of the constitution
246
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is for consideration when one seeks to ascertain the meaning of
any part.”
And again:
“Can the government, obliged as though a private person to
observe the terms of its contracts, destroy them by legislative
changes in the currency and by statutes forbidding one to hold the
thing which it has agreed to deliver? If an individual should
undertake to annul or lessen his obligation by secreting or manip
ulating his assets with the intent to place them beyond the
reach of creditors, the attempt would be denounced as fraudulent,
wholly ineffective.”

“Counsel for the government and railway companies asserted
with emphasis that incalculable financial disaster would follow
refusal to uphold, as authorized by the constitution, impairment
and repudiation of private obligations and public debts. Their
forecast is discredited by manifest exaggeration. But, whatever
may be the situation now confronting us, it is the outcome of
attempts to destroy lawful undertakings by legislative action;
and this we think the court should disapprove in no uncertain
terms.
“Under the challenged statutes it is said the United States have
realized profits amounting to $2,800,000,000. But this assumes
that gain may be generated by legislative fiat. To such counter
feit profits there would be no limit; with each new debasement
of the dollar they would expand. Two billions might be bal
looned indefinitely—to twenty, thirty, or what you will.
“Loss of reputation for honorable dealing will bring us un
ending humiliation. The impending legal and moral chaos is
appalling.”
This is strong language, probably the
strongest ever used in a dissenting opin
ion in the supreme court of the United States. Compared with
its force and dignity the comments which we have feebly en
deavored to make seem mild and innocuous. It must be borne
in mind that these decisions were not dictated by party affiliation
or by the influence of geographical environment. The five
justices who voted to uphold the abrogation of the gold clauses,
except in the case of government bonds, consisted of Republicans
and Democrats. The dissenting justices were also divided.
Here is another arresting fact: the five majority justices came from
industrial states, three from New York, one from Massachusetts
and one from Pennsylvania. The dissenting justices were all
247
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from agricultural states, Tennessee, Minnesota, Wyoming and
Utah. It might have been expected that the men from industrial
states would strenuously support the sanctity of contract, because
contracts are the arteries of commerce.
We should be reluctant to admit that
the question of expediency entered at
all into the decision of any of the justices of the supreme court.
They felt, no doubt, the full weight of responsibility which rested
upon them. To relieve a temporary embarrassment, the major
ity apparently decided that the laws enacted by congress must
be given every chance to work out the salvation of the country.
To the ordinary layman, who thinks about these things, it may
seem that a dose of narcotic is not a cure. The after-effects are
apt to be worse than the present pains. However, the thing is
done and will not be undone for a little while to come. In the
meantime all who have to do with questions of value and financial
safety are distraught. The uncertain conditions under which the
country labors in fitful fever are not relieved at all—unless a
purely temporary postponement of the vital problem can be de
scribed as relief. Sooner or later, we must get back to solid earth,
if the whole system of our modern civilization is to endure. We
can not throw aside forever all that the fathers of the country
labored to produce and take up new untried flexibilities in the
interpretation of promises and the permanence of honor.

The Ultimate Salvation

Accountancy in the English-speaking
world suffered a severe loss on February
28th, when Sir Arthur Lowes Dickinson
died, after a brief illness, in London. For a few years immedi
ately preceding his death he had naturally been less active than
before, but his entire mature life was devoted with great unsel
fishness and remarkably wide vision to the building up of ac
countancy in his native land and in the land which was for many
years his adopted country. He played so many important parts
in the development of this new accountancy of ours that it is
difficult to select any one as the most important. His services
to the profession as an author were considerable. As the head
of one of the largest firms he constantly endeavored to raise the
standards of work and to inculcate principles of high ethics.
During his citizenship of this country he took a prominent part
248
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in all organization activities. He served as secretary of the
American Association of Public Accountants, which preceded
the Institute. He was active in committee work and contributed
largely to the success of many annual meetings. With his
knowledge of accountancy he combined a rather exceptional
understanding of economics, and all his public work was done
with a sense of the effect upon the public welfare. At the out
break of the world war he returned to England, where he performed
many heavy and important tasks, and at the end he was honored
by his sovereign with the order of knighthood. After his retire
ment from participation in the work of his firm he was appointed
by the government to undertake various investigations, notably
an examination followed by a most comprehensive report on the
condition of the railways of India. His last public appearance
in this country was at the annual meeting of the American In
stitute of Accountants in Philadelphia in 1931. In 1933 he
attended the international conference in London, and up to the
day of his death was in constant touch with the growth of the
profession. Probably his most valuable service to humanity was
the great assistance which he rendered to the establishment of
friendly and cooperative understanding between the accountants
in the two great branches of the Anglo-Saxon race.
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Fixed Assets in the Balance-Sheet
By T. H. Sanders
The rule for showing fixed assets in the balance-sheet at cost is
sufficiently honored in the breach, as well as in the observance, to
deserve an occasional re-statement. This article reviews the
expressions on the subject by a number of authorities, past and
present. From the former it may be demonstrated that historical
authority is more strongly in favor of the rule than is sometimes
supposed; while the uncertain voices of present-day writers are a
perhaps natural reflection of the relatively recent past rather than
of those earlier days. It is submitted that, as experience now
stands, it lends an accumulation of powerful support to the cost
basis and that, while business and the accounting profession
should be left free in the matter, they will in most cases do well to
exercise their freedom by following the rule. Granting that an
arbitrary and general insistence on cost tends both to an exaggera
tion of the importance of the item and to a negligence of economic
movements which affect it, yet insistence on such bases as current
value or replacement value still further exaggerates its importance
and ignores the more significant for the less significant phases.
In accounting literature much of the difficulty has arisen from
the general use of the word “value” and “valuation” as applied
to the amounts at which the property accounts are stated in the
balance-sheet. The choice of this word is perhaps very natural,
and it is the first word for the purpose which comes to the mind of
any person of average intelligence who has not already given study
to the subject. But, unfortunately, the word “value” carries
meanings very different from original cost, and the more recent
accounting literature has done little to remove this confusion.
An examination of standard works is here made with a view to
answering the question: Is a balance-sheet supposed to show
values? The unsatisfactory status of the question will become
apparent from the quotations which will be given.
There are two principal reasons why, in spite of the confusion
thus engendered, the use of the word “value” has persisted. The
first has already been mentioned—namely, the common use and
convenience of the word for all occasions when things need to be
stated in amounts of money. From this it is a too easy transition
250
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to the position of giving, or at least pretending to give, the
layman what he expects to find in the balance-sheet, namely,
the present value of the assets there listed. Indeed, it is so much
easier to give this delusive satisfaction to those untaught in ac
counting than it is to explain to them what the balance-sheet does
mean that it must be confessed that the matter has been treated
largely by evasion and default. Every teacher of accounting and
almost every accounting practitioner knows from experience how
difficult it is to deal with the question: If the balance-sheet does
not show values, what does it show? This is especially true when,
after a long history, the original cost of the property accounts has
been modified by years of depreciation, renewals and replace
ments. The occasional revaluations by appraisal of the property
accounts of corporations have been sufficiently numerous and
prominent to add further to the misunderstandings.
The second reason for the common and persistent use of the
word “value,” even in cases where the intent may be perfectly
clear, has been the extent to which accounting literature has
borrowed terminology and ideas from economics. This oc
curred to some extent in the earlier English writings and has been
carried further in this country, as a natural consequence of the
fact that many of our accounting writers have come up through
the economics departments of the universities.
One of the outstanding examples of this more or less subcon
scious temporizing with general impressions as to the significance
of balance-sheet items is to be found in the writings of Dicksee,
regarded for a generation as the foremost teacher of accounting in
England, whose works have had considerable influence in this
country. In his discussion of the double account system he has
the following:
“The principle of the double-account system is that the capital
of a company is contributed by the shareholders for the definite
purpose of constructing or acquiring certain works, which—when
constructed or acquired, as the case may be—are to be employed
for the purpose of earning an income for such shareholders. The
form of account employed is calculated to show exactly (1) what
capital has been raised, (2) how much of such capital has been
spent in constructing or acquiring the undertaking and (3) what
amount of capital remains over for the purpose of carrying on the
undertaking, and so earning income. In accounts kept upon this
system, the amount of expenditure (i.e., the cost price of assets)
is the amount always stated; the undertaking has to be kept in a
251
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state of working efficiency out of revenue, but all fluctuations of
value are disregarded.
“As a matter of practice, it is not unusual to find, in accounts
kept upon the single-account system, that assets are stated in the
balance-sheet at cost price, irrespective of their actual market
value. This is, however, technically incorrect (where not ac
tually misleading); for it is the distinctive feature of the single
account balance-sheet that all assets and liabilities should be so
stated that the actual financial position may be made apparent. ”
(Bookkeeping for Accountant Students, by Lawrence R. Dicksee,
1909, pp. 244-245.)

This plain assertion that the statement of assets at their origi
nal cost is a peculiar feature of the double-account form of bal
ance-sheet and that such practice is “technically incorrect
(where not actually misleading)” in the single-account balancesheet is an extraordinary thing to find in a writer like Dicksee.
As a matter of fact, the same principle applies to the statement of
property accounts in both forms of balance-sheet; it is simply
that the arrangement and terminology of the double-account
form emphasize this principle more distinctly. Nowhere in all
his writings does Dicksee suggest, as a matter of practice, that
property assets should be shown at other than their cost. I was
myself a student of his for three years and will venture to say that
no student would have been permitted to pass in his courses who
in an actual example was not perfectly clear on this point.
George O. May, writing as chairman of the special committee
of the American Institute on cooperation with stock exchanges,
on September 22, 1932, has the following:

“In an earlier age, when capital assets were inconsiderable and
business units in general smaller and less complex than they are
today, it was possible to value assets with comparative ease and
accuracy and to measure the progress made from year to year by
annual valuations. With the growing mechanization of industry,
and with corporate organizations becoming constantly larger,
more completely integrated and more complex, this has become
increasingly impracticable.”
Mr. May’s point obviously is the present impossibility of
annual appraisals, either for measuring depreciation by observa
tion or for finding new replacement costs. But sometimes the
expression that these things were possible a generation or two ago
is made to serve as evidence that they were in fact generally done.
The evidence is that, while there was some tendency to measure
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depreciation by observed condition, there was practically no
tendency toward re-valuation for the purpose of changing the
basis of property amounts in the ledger or balance-sheet. At no
time does any leading accounting writer lay the main emphasis
on such methods; in every generation the main emphasis is upon
the cost of the property assets.
In 1898, the date of publication of the first edition of Dawson’s
Accountant's Compendium, the proper basis for valuing fixed
assets had evidently not become a burning question; no suggestion
of any controversy of this kind appears in the meager articles on
fixed capital, fixed plant, fixtures or depreciation. There is an
underlying assumption that cost is the true accounting basis for
all these items to the extent, apparently, of its being scarcely
worth mentioning. Among “the main factors in determining the
amount of depreciation” is given: “(1) The original cost of the
object.” Under fixed capital reference is made to “the assets
representing the outlay”; under fixtures it is more definitely
stated that “the cost of the fixtures would form the ‘foundation
value,’ ” most of the argument being devoted to the rates at
which this “foundation value” would be written off under various
leasing terms.
Going back further one comes to the well-known work of
Garcke and Fells (Factory Accounts—Their Principles and
Practice, 1889) highly regarded in its day, and still well worth
reading, which says:
“The direct way of determining the depreciation or apprecia
tion of the assets of an undertaking would, prima facie, appear to
be by means of a revaluation of all the properties at periodical
times. In the case of trades whose plant is of a simple kind this
plan may prove practicable and would have the advantage of
charging fairly the deterioration due respectively to a period of
brisk trade and to a time of depression, by manifesting in the
former period a greater degree of wear and tear due to a larger
volume of business or to time contracts compelling a resort to
overtime; while in the latter period a smaller amount would ob
viously be chargeable for depreciation, much of the machinery
and plant having probably stood idle. But this method would
in the majority of trades lead to such enormous fluctuations in the
profit-and-loss account, especially if the periodical valuation was
based upon the market price of the properties, and not simply
upon their value as integral portions of a ‘going concern,’ that,
except in a few trades, it would be impracticable. This would
especially be the case when raw material, subject to market
253
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fluctuations formed a large proportion of the plant and stock-intrade. Such a method would often be a fruitful source of con
fusion and error. In short, to write off only such portion of the
cost of the plant as represents the apparent deterioration that has
taken place would be fallacious. Although machinery or plant
may show no signs of diminished value or loss of earning power,
yet its term of life and its value in the market must be lessened by
lapse of time. A periodical survey of all buildings, plant, etc., is,
however, very important, and would serve, if no other purpose, as
a very valuable check upon the system of calculating depreciation
that may be adopted.”

The subject of discussion is, of course, depreciation as an
item in the costs. But it is perfectly clear that the authors favor
no basis other than cost for showing the property accounts and
for computing the depreciation charge. It is interesting to find
them using in 1889 the same language as Mr. May does in 1934 to
demonstrate the impracticability of annual valuations.
The genial and voluble George Soulé has an illustration in his
first edition of 1881, and repeated in every edition down to 1908,
which is very illuminating on this matter. I have selected him
for quotation for the further purpose of indicating that the cost
basis for showing plant was an idea by no means confined to such
metropolitan centers of accounting as London and New York;
it was known and practised in other industrial centers also. The
good George assures us that his working set F, The New Orleans
Excelsior Cotton Factory (Soulé’s New Science and Practice of
Accounts') was modeled on an actual business in New Orleans.
How then does he deal with his plant?
In a ledger account (p. 270) entitled “cotton factory” he shows
the acquisition, during 1887, of three parcels of land, buildings and
machinery, at a total cost of $114,814; at December 31 he closes
the account by carrying down the balance under the title of
“inventory.” He then shows (p. 273) an “inventory book,”
as follows:
Cotton factory and machinery valued at
cost............................................................. $114,814.00
Cotton, value of the list on hand per the
following statement.............................
8,052.16

$122,866.16
In other words, it seems to have been the practice to “inven
tory” the plant and property in the same way as one inventoried
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the raw materials and work in process, and indeed it was all part
and parcel of the same procedure. Then the company went
through the motions of “valuing” this inventory, but in the case
of the plant the “valuing” consisted simply in listing it at cost.
Thus the talk of those days about “valuing” the plant amounted
to nothing more than going through the formality of including it
in the regular inventory procedure, but there is no suggestion that
this should involve anything other than listing it at cost.
In the fashion of those times, Soulé has recorded a proverb or
moral observation at the foot of each page of his treatise; it is
perhaps not inappropriate that his moral at the bottom of this
page on inventory ran:
“Every age confutes old errors and begets new.”

In 1832 Charles Babbage published his work, On the Economy
of Machinery and Manufactures. While this book deals in a
general way with the effects on business of the introduction of ma
chinery, he has some very interesting comparisons of the costs of
making certain products by hand and by machinery. In these
discussions he clearly assumes, as something to be taken for
granted, that machinery and equipment will be stated in the
accounts at cost, and that depreciation will consist of the alloca
tion of such costs over the life-time of the machines. One
passage in which these assumptions are present is as follows:

“The time during which a machine will continue effectually to
perform its work, will depend mainly upon the perfection with
which it was originally constructed, upon the care taken to keep it
in proper repair, particularly to correct every shake or looseness
in the axes, and upon the small mass and slow velocity of its
moving parts. Every thing approaching to a blow, all sudden
change of direction, is injurious. Engines for producing power,
such as wind-mills, water-mills, and steam-engines, usually last
a long time. [The return which ought to be produced by a fixed
steam-engine employed as a moving power, is frequently esti
mated at ten per cent on its cost. (Babbage’s note).] But
machinery for producing any commodity in great demand, seldom
actually wears out; new improvements, by which the same opera
tions can be executed either more quickly or better, generally
superseding it long before that period arrives: indeed, to make
such an improved machine profitable, it is usually reckoned that
in five years it ought to have paid itself, and in ten to be super
seded by a better.
“A cotton manufacturer,” says one of the witnesses before a
committee of the house of commons, ‘who left Manchester seven
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years ago, would be driven out of the market by the men who are
now living in it, provided his knowledge had not kept pace with
those who have been, during that time, constantly profiting by
the progressive improvements that have taken place in that
period.’
“The effect of improvements in machinery seems, incidentally,
to increase production, through a cause which may be thus
explained. A manufacturer making the usual profit upon his
capital, invested in looms or other machines in perfect condition,
the market price of making each of which is a hundred pounds,
invents some improvement. But this is of such a nature, that
it can not be adapted to his present engines. He finds upon
calculation, that at the rate at which he can dispose of his manu
factured produce, each new engine would repay the cost of its
making, together with the ordinary profit of capital, in three
years: he also concludes from his experience of the trade, that the
improvement he is about to make, will not be generally adopted
by other manufacturers before that time. On these considera
tions, it is clearly his interest to sell his present engines, even at
half-price, and construct new ones on the improved principle.
But the purchaser who gives only fifty pounds for the old engines,
has not so large a fixed capital invested in his factory, as the
person from whom he purchased them; and as he produces the
same quantity of the manufactured article, his profits will be
larger. Hence, the price of the commodity will fall, not only in
consequence of the cheaper production by the new machinery,
but also by the more profitable working of the old, when sold at a
reduced price. This change, however, can be only transient; for
a time will arrive when the old machinery, although in good repair,
must become worthless. The improvement which took place
not long ago in frames for making patent-net was so great, that a
machine, in good repair, which had cost 1200£, sold a few years
after for 60£. During the great speculations in that trade, the
improvements succeeded each other so rapidly, that machines
which had never been finished were abandoned in the hands of
their makers, because new improvements had superseded their
utility.” (On the Economy of Machinery and Manufactures, by
Charles Babbage; London, England, 1832; pp. 231-233.)

Those who have thought that obsolescence was an exclusively
modern experience will be impressed with the foregoing quota
tion; its greater significance for the present purpose is that it
conveys very clearly the reasons why it is important to show the
original cost of machinery and equipment in the books. Bab
bage is concerned about recovering the investment in these ma
chines through the sale of their products and with the urgency of
doing so before the machines have to be discarded for any reason
whatever. He talks about these matters with as much pith and
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point as if he were a real business man, instead of the professor at
Cambridge that he was.
Among these earlier writers on accounting matters I fail to
find any discordant note on this subject; the only difficulty in
adducing a complete proof comes from their habit of so taking the
matter for granted that they make very little specific statement
on the point. To get a different view it is necessary to leave the
literature of accounting and enter that of engineering. A paper,
given before the engineers’ society (Inventory Valuation of Ma
chinery Plant, by Overlin Smith. Transactions of the American
Society of Mechanical Engineers, Vol. VII, Meeting of May,
1886, p. 433) strenuously advocates the recording of “true
value,” “correct valuation,” and “real value,” regrets that “the
keeping of cost and valuation accounts in connection with ma
chinery has never been brought into so perfect a system as has
ordinary commercial book-keeping” and argues that the basis for
getting these is reproduction cost less observed depreciation, with
some deduction for obsolescence, if any. Nowhere in the paper
does the writer indicate the uses to which he would put these
values; probably his “inventory” total would be his balancesheet figure for plant; but he seems to be more concerned with
“cost,” and probably intends that the differences in value from
year to year are to be included in cost.
The nature and origin of this exception serve only to emphasize
the rule that among accounting writers, concerned with presenting
a sound balance-sheet, the usual basis for plant amounts is, and
always has been, the cost of the property; even in a simpler age,
when annual appraisals might have been feasible, they were not
in fact very much practised. When they were, it was usually for
the purpose of determining the rate at which the original cost of
the asset should be written off.
But not all the engineers were of Oberlin Smith’s mind on the
subject. Only two years earlier, in 1884, Ewing Matheson pub
lished his book entitled Depreciation of Factories, to the first
edition of which the following was inserted as prefaces:
“ In the financial administration of a factory or other industrial
undertaking, the accounts which relate to disbursements and
receipts are so obviously necessary to the continuous working of
the undertaking as to be rarely neglected, and if errors or omis
sions occur they quickly compel attention. But the capital
accounts are not always deemed to be of such pressing impor
tance; and variations in the value of plant, arising from the
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wear and tear or other causes, may be left unnoted. The in
creasing extent of factories, the subdivision of capital by means
of joint-stock companies, and the conflicting interests that arise
in regard to preference shares and borrowed capital, enhance
greatly the importance of correct systems of account. Qualified
book-keepers should be employed to arrange and check factory
accounts, and the profession of accountant and auditor is rising
in importance accordingly. But while accountants may properly
deal with facts and figures presented to them, and may fairly
allot to capital and revenue actual expenditure or estimated
depreciation, they must always be dependent for the accuracy of
these data on those technically acquainted with the operations
of manufacture. It is endeavored in the present short treatise
to point out the leading circumstances that must be considered in
‘writing off’ for depreciation, and to tabulate in a simple manner
the annual changes that occur in capital value.
“In the valuation of a factory for any purpose whatever, the
past ‘depreciations’ and additions have to be considered; and the
possible modifications which may be necessary are dealt with in
the later chapters.”

In the earlier paragraph Matheson is clearly speaking of “varia
tions in the value of plant” primarily with respect to depreciation.
His book is in fact divided into two parts, the first consisting of
seven chapters on depreciation, which for him means writing off
the cost; and the second consisting of seven chapters on valuation,
which means appraisal of the plant for purchase, sale or similar
purposes. This arrangement seems to indicate in his mind a
complete separation between these two questions. Writing as an
engineer and appraiser, he discusses the valuation of factory
properties for various purposes, but nowhere suggests that these
should be used as the basis for revaluing the assets of a going
concern in its books and balance-sheet.
Having reviewed the writers of earlier days and having there
found no support, at least among the accounting writers, for
showing anything in the nature of current or appraised values for
fixed assets, let us turn to some of the representative present-day
writers and see how they express the matter. I shall not quote
from these writings without observing that I myself have written
in similar terms, and every one of the authors quoted will no
doubt retort, at least mentally, that he knew all along that stand
ard practice was to state property assets at cost, and that he has
no confusion in his mind on the subject. This I very readily
believe—the purpose of this article is to advocate that we should
all be even more careful in choosing our words. Experiences lead
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me to believe that a good deal of damage has been done by the
uncertainty which appears, and that still further damage will
ensue unless the matter is cleared up. The question is still: Is the
balance-sheet supposed to show values? An answer is required,
which will be satisfying not only to accountants but also to en
gineers, lawyers and others not necessarily trained in accounting.
Montgomery {Auditing—Theory and Practice, fifth edition,
1934, p. 249) deals with the matter thus:
“When, however, the period to be covered is not more than
one year, a serious question arises of how far the book valuations
may be accepted as a basis for actual values, assuming that the
concern is to be valued as a going business, and that cost, less
proper depreciation, is the result desired. The auditor may as
well accept the position here, as with inventories, that he is
expected to report the facts about the plant account. When he
cannot obtain accurate information with respect to plant values,
he should state in his report that real estate, machinery, and
similar assets are stated at book valuations. The balance-sheet
statement of these assets should be qualified accordingly. He
should, however, attempt to ascertain whether these book valua
tions honestly reflect present conditions. His services are of
little real value if such items are grossly overstated or if a net
worth is shown which could be corrected by an intelligent use of
evidence readily available.
“When appraisals are made in which appreciation is included,
there is no objection to setting up appraised values in balance
sheets, provided the valuation is qualified by an explanation and
provided the excess of the appraisal above book value is credited
to special or capital surplus and is not merged in earned surplus.”
Dickinson {Accounting Practice and Procedure, 1920, pp. 75-6)
assumes the cost basis in the following terms:
“These subheadings are sufficient to give a clear description of
the nature of all expenditures upon fixed assets for the purposes of
a balance-sheet, although in the books of account themselves
considerably more detail will be found necessary.
“In the correct determination of the amounts to be carried
under any of these headings, it is necessary to insure that the ex
penditures included are such as may be properly treated as addi
tions to the assets; that none are included which should properly
be deemed renewals or replacements of existing facilities, and that
full provision has been made for all expenditures necessary to pre
vent or make good depreciation due to wear and tear, obsolescence
or other causes.”
but then goes on (page 80):
“It is necessary to recognize that there are causes at work,
particularly in young and growing communities, which may
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render a statement prepared on the basis of cost of capital assets
misleading and even prejudicial to the proper interests of present
owners. Over a period of years changes in value due to rise or
fall in prices may be sufficiently permanent to render it unfair to
one business to maintain original cost values as compared with
another whose assets have been created at widely varying costs.
Moreover, even where constructed works may have fallen in value
owing to depreciation or obsolescence which has not been pro
vided for, there may be an offsetting increase in the values of land
and its subsoil or other natural products due to the development
of the community and consequent largely increased demand. It
is true that from the point of view of earnings such increment can
not be taken as in any way a proper offset to losses due to wear
and tear, depreciation or obsolescence; but this does not alter the
fact that in spite of an insufficient provision for depreciation on
some assets, there may be an actual increase on the total value of
all assets. In fact, there are well-known cases in which by far the
larger part of the ultimate profits of a corporation over a long
series of years has been due not to the results of its activities but
to the large unearned increment on its capital assets. This con
dition must be recognized and is frequently met by means of
careful appraisals of all properties, the resulting increase (or
possibly decrease) being taken up as a special credit or debit to
profit-and-loss account (or surplus) and shown as entirely distinct
from the operating results.”
Paton writes (The Accounting Review, June 1931, “Economic
Theory in Relation to Accounting Valuations,” W. A. Paton, p.
94):
“The main point to be recognized in this connection is the fact
that the economist does not mean by effective cost the mere
number of money units in the original charge. The effective cost
of a standard piece of equipment on the date of purchase is the
purchase price, which, let us say, is $1,000 (ignoring installation
charges). The effective cost value a year later (ignoring the
question of depreciation) is the cost of a new unit of the same
type, assuming there has been no change in standards, and this
may be $1,200. That is, the economist holds that the cost which
is effective in the price-making process is the potential cost or cost
of replacement.
“In other words, those who argue for periodic revisions of
costs of fixed assets such as buildings and equipment can find
considerable support for their position in orthodox economic
reasoning. If it is true that the costs which are effective eco
nomically, the costs which influence the price of the product, are
not the historical costs in dollars but such costs revised to date,
these revised costs are the ones which are vital to the operating
management and hence are worthy of some consideration by the
accountant.”
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This contention will find general acceptance so far as it relates
to price determination; Paton himself adds the necessary qualifi
cations. One may, however, question whether the “considera
tion by the accountant” which he desires should go so far as
actually to put on the books and show in the balance-sheet the
“periodic revisions of costs.”
Hatfield (Accounting—Its Principles and Problems, Henry Rand
Hatfield, 1927, p. 25) addresses himself directly to the question
in hand in the following terms:

“The question of accuracy in the balance-sheet involves a
matter of fundamental theoretical importance which has perhaps
received too little discussion and has never been satisfactorily
settled. Accuracy may, indeed, be demanded but what con
stitutes accuracy depends on the purpose of the balance-sheet. A
statement is accurate if it correctly presents a record of past
transactions as truly as if it records present values. It has
generally been accepted by accountants as a truism, indeed exalted
by them into a ‘principle of accounting’ that the balance-sheet
professes to set forth present values. But this concept is by no
means fully realized; it is in accounting very frequently set aside.
In the next chapter are discussed certain conventionally accepted
rules regarding the valuation of various kinds of assets. In some
of these the implication is strong that, at least in some instances,
no attempt is made to prepare a statement of present values, but
rather to represent the facts as they occurred in the past. The
double-account balance-sheet is even more clearly, so far as the
capital account is concerned, a history of previous transactions
and in no sense a statement of present values. It is just as
accurate to state what a given piece of property cost twenty
years ago as to give its present estimated value, provided, of
course, that in either case it is clearly understood just what the
figure given really means. The balance-sheet is assumed to
state present values, but it strangely halts and stumbles toward
this goal. It might, and ordinarily does in part, disregard
present values and present historic costs. Which of these con
cepts is proper may well be considered a fundamental question,
but it is one on which accounting theory is unfortunately not
quite clear.”

It is submitted that the sum total of these quotations from the
present-day writers does not make a very clear or convincing pic
ture. If any one will try them on a non-accountant, as I have
done, he will find it very difficult to persuade him that accountants
have a definite philosophy on the subject.
It is far from my intention to advocate a hard and fast rule;
still less is it desirable for any law or division of the government to
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attempt to lay down fixed rules. Business men who are hon
estly trying to carry on their business to the best advantage
should be left free to deal with the problem as they see it. But
after two decades of the most violent swings in price levels and
business activity, it may be expected that business men, even
when left in the free exercise of their own judgment, will be re
luctant to enter large amounts of “value” increment in the
balance-sheet figures for their fixed assets. The futility of so
doing has been given a good deal of demonstration. The weight
of the authority of Dickinson and Montgomery still stands in
favor of allowing such procedure when circumstances justify; but
circumstances will justify it in far fewer cases in the future than
in the past. (An extreme inflation would, of course, play havoc
for a time with this assertion, but when the excitement was over
we would probably be glad to get back to a normal cost basis.)
Certainly the writing up of fixed assets for the mere purpose of
creating a surplus to meet a temporary exigency, such as to absorb
unusual losses, does not constitute a justification. A more gen
eral adherence to the rule of fixed assets at cost (and less talk
about their value) will be much to the advantage of accounting
and of business.
The increments in property accounts which have at times ap
peared in company balance-sheets as a result of reappraisals,
especially during the 1920’s, have probably had their origin in
two main causes: the first being the desire to create a showing
which would support the balance-sheet figures for security issues;
and the second being more or less an outcome of public utility
rate making, in which the valuation of the assets has always
played a conspicuous part. While the exuberance of human
nature might prompt a write-up of the assets in times of rising
prices, it alone would probably not have been sufficient to bring
about that result without the presence of one or both of these two
very practical considerations.
For purposes of a rate hearing by a public utility or a new
security issue by either a utility or an industrial company, the
present reproduction cost of the property is not only a proper but
a desirable piece of evidence, but it seems probable that it will
gradually be borne in upon business men that it is not good prac
tice to enter these amounts in the books of the company. Prob
ably, moreover, the influence of the securities and exchange
commission, as evidenced in the Northern States Power Company
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case (New York Times, November 22, 1934, p. 31) will tend
against such practices.
The whole experience of the last twenty years has pretty clearly
demonstrated the unwisdom of plant write-ups. To unfavorable
business and financial consequences there have been added, within
the last two years, most unfortunate political consequences, and
revaluations of property and plant, on whatever theory of value
they were conceived, have come to be too generally regarded as
not very different from some species of chicanery. These whole
sale condemnations are unjust, but the fact that they exist is
something to be reckoned with, and, where there is no very
cogent business necessity or justification for the write-up, the
public view of them is an additional adverse factor. In other
words, increments in property values, to be included in the bal
ance-sheet, should ordinarily rest upon bona-fide transactions
conducted at arm’s length.
There are those who say that all this discussion is unnecessary,
because in any case the balance-sheet amount for plant is not
important. It is true that in many discussions its importance is
exaggerated, and there is certainly nothing to be gained to pay
for the trouble of minute digging into the old plant accounts of a
company which has a long history of operations, the results of
which have already been appraised in the quoted prices of the
company’s securities. But accountants should be careful about
saying that the property amounts are of no importance, since
they thereby bring their own work into danger of being misun
derstood and belittled. Certainly the additions to plant are
important; it is important to decide whether they are proper addi
tions or not. And if the annual depreciation charges are impor
tant, then the base on which they are computed can not be called
unimportant. When the plant amounts are written up by re
appraisal, that seems to me to exaggerate their importance in a
particularly unfortunate way. Perhaps we shall, as some sug
gest, some day have balance-sheets from which the property
items are omitted, their place to be taken by a picture of the plant
with smoke pouring out of the chimneys; but that stage has not
been reached yet, and so long as amounts are given for these assets
the duty will rest upon accountants to give them a meaning.
In short, accounting writers and practitioners ought to be pre
pared to combat the prevalent notion of regarding original cost as
of slight moment and speaking disparagingly of it in favor of an
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apparently more attractive but ill-defined conception called
“value.” In the simpler transactions of life everybody recog
nizes that profit is the difference between cost and selling price; in
the more complex conditions of large-scale production the same
principle still holds good, but the terms are infinitely more dif
ficult of definition and measurement. The amounts invested in
property and plant by a manufacturer are costs of production of
the goods he sells; they become so through the operation of the
depreciation accounts. If the business breaks even or earns a
profit after providing such depreciation, to that extent the original
cost of the property has been recovered in the selling price of
goods sold. At any one moment the cost of the property less the
amount then in the reserve for depreciation is the amount still
unrecovered through operations. All these are solid and sub
stantial facts and will be held to be of weight and moment by any
business man or stockholder who knows what he is about. To
substitute for these definite facts estimates such as are commonly
included in appraisals is to proceed from the realm of fact to that
of fancy, and to very little good purpose. For income-tax pur
poses and other legal considerations, original cost will continue to
be a dominating influence. The plant amount is also an impor
tant element, the base on which the rate of earnings is computed,
in any complete analysis. For these and other considerations the
amounts of money actually put into a business and the amounts
taken out will continue to be prime considerations for the ac
countant.
It is readily granted that there is nothing new in all this; but
the tendency to compromise on the subject, in writing and in
practice, has been sufficient to cloud the issue, often with unfor
tunate results. It would seem that the time has come for more
definite and consistent words.
The editor of The Journal of Accountancy, in the February,
1935, issue, calls attention to some of the regulations of the se
curities and exchange commission in form 10 and form A-2. Tie
use of the words “basis of determining the balance-sheet amount”
does indeed indicate on the co mmission’s part an intention to
avoid any representation that the amounts shown are necessarily
the value of the items to which they refer; they should be the
amounts of those items as properly determined under approved
accounting rules. This phrase is not used with reference to item
12 of the balance-sheet, “property, plant and equipment,” either
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on the instruction directly attached to the item or on schedule II,
which is explanatory thereof. No doubt this is because the com
mission begins schedule II with the “balance at beginning of year
as per accounts” in order to avoid lengthy and valueless analysis
of old property accounts. Information as to important changes
in the plant accounts within the last ten years is called for by the
commission elsewhere in form 10 (question 34, supplemental
financial information), and this brings to the commission the same
results as it would get in response to a request for the basis of
determining the amount of the property.
We can all agree that it is a long and tedious process to lake
people understand clearly and precisely what these balance-sheet
amounts mean, but there is no gain in beginning that process by
misleading them. In published reports the basis of the property
amounts should be made clear; when this is cost it would be better
not to call it value; a more general adherence to cost is desirable,
and fewer excuses for appraisal figures—especially increases—
will be acceptable; but the matter should be left to accountants
and businessmen, so that they may be free to deal with it as
circumstances require.
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Accounts of a Cigar Manufacturer
By W. J. B. Kress
Cigar manufacturers in this country operate under the jurisdic
tion of the collector of internal revenue, with their activities
limited to the production and sale of cigars. They must comply
with all provisions of the laws governing the manufacture and
sale of cigars, and their factories are under inspection of govern
ment agents.
Cigar factories range from the small factory, where the owner
is the sole operator and makes cigars by hand, to the huge plant
employing a thousand or more operators making cigars either
entirely by hand or with the aid of machines.
Most of the larger factories are in cities and towns where cheap
labor is available, and they employ women chiefly. If the plant
is in a big city, it will usually be near the homes of the people who
form the working force. These conditions have a tendency to
lower the labor cost, which forms a fairly large part of the cost of
cigars.
For present purposes, a cigar factory using modern machinery
and employing several hundred operators is taken as a model.
I shall confine myself wholly to the manufacture of the cigar and
shall not attempt to discuss the growth and cure of tobacco from
which the cigar is made. Some cigar manufacturers grow and
cure their own tobacco, or purchase it direct from the growers
and cure it themselves, but most of them purchase it already
cured. The growing and curing of tobacco is considered an in
dustry by itself. The processes involved differ entirely from
those of cigar manufacturing.

Organization
The factory departments consist of the warehouse, tobacco
(casing, stripping, blending and assorting) rolling and packing.
At the head of the entire organization is the president and
general manager. He usually does the purchasing of all tobacco,
after testing samples of it, as to yield, quality and “burn.” The
secretary-treasurer, the sales manager and the factory superin
tendent are directly under the president’s supervision.
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All sales activities are in charge of the sales manager, who gen
erally is an officer of the company. The superintendent is held
responsible for the control and execution of production, and the
foremen are answerable to him for the work performed in their
departments.

Factory and Warehouse Facilities
The factory buildings should be large enough to take care of all
departments without overcrowding. They must be well ven
tilated, so that the moisture in the air will remain fairly constant
from day to day. This is of great importance, as tobacco is ex
tremely sensitive to weather. The various operating depart
ments should be so arranged in the building that no unnecessary
time or handling is required in passing the product from one
process to another.
A warehouse for the storage of domestic tobacco or imported
tobacco upon which duty has been paid and a bonded warehouse
for imported tobacco on which no duty has yet been paid, both
of ample size, are required for storing the large quantity pur
chased from time to time. Some manufacturers have a year’s
supply, or even more, of tobacco on hand at one time. The
advantage of having a bonded warehouse is obvious—a great
quantity of imported tobacco may be purchased and carried on
hand in custody of the government, while the duty payments
may be deferred until the tobacco is needed.
Tobacco is stored in the warehouse according to size, quality
and grade and is so arranged that no unnecessary handling is
required when any certain kind has to be taken out. Finished
cigars are stored in specially built humidors, so that they may not
be affected by weather conditions.

Raw Materials
In the manufacture of cigars, leaf tobacco is the raw material.
It is the highest grade of tobacco produced, and is quite different
from that used for pipe smoking or cigarettes. It is grown in
different soils, in different localities and under different condi
tions. Leaf tobacco may be divided into three classes:
(1) Wrapper leaf—the outer covering of a cigar and in leaf form.
(2) Binder leaf—the inner covering of a cigar and in leaf form.
(3) Filler—that which constitutes the bulk of a cigar and may
be either leaf or scrap from leaves.
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Each of the above classes may consist of tobacco known as
Havana, broadleaf, Connecticut shade grown, Sumatra, Java or
Porto Rico. The highest grades of each are used for wrapper
purposes, the lower grades for binder and filler purposes.
The most expensive cigars are made of the highest grade wrap
per and binder, free of holes, with the filler of uniform length and
quality and so arranged that the cigar will draw and burn evenly
throughout.

Manufacturing Processes
The operations involved in the manufacture of a cigar, in their
sequence, may be classified as follows:
Preparation of tobacco:
Casing
Stripping
Blending
Assorting wrappers and binders
Making of cigar:
Bunching
Wrapping
Examining
Packing:
Shading
Pressing
Banding
Cellophaning or tinfoiling
Tobacco is received in bales or cases in rather dry and brittle
form. To make it more pliable, the leaves are moistened with
water, and this operation is called “casing.” The process of
casing starts before the tobacco is unpacked. The tobacco, in
the original bale or case, is put in a sweating room or humidor to
absorb a certain amount of moisture so that the leaves will not
break or crack while being unpacked. The leaves, which come
packed in bunches, are shaken apart, dipped in water and then set
on racks for the water to become absorbed or to evaporate. The
bunches are left on the racks for several hours, during which they
are moved three or four times so that all leaves may become
evenly moistened. The tobacco is then ready for stripping.
Stripping, or stemming as it is sometimes called, consists of
removing the mid-rib from the tobacco leaf. This operation may
be done by hand, but it is generally performed with a machine
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having two rotating circular knives. The leaf is fed into the
machine in such a way that its vein passes between the knives
and is cut out.
After being stripped, the wrapper and binder tobaccos are
turned over to selectors who make the proper selections as to size,
texture and quality for the cigars which are to be made at the
time.
The next process is “blending,” which is the mixing of the
proper quantity and grades of various kinds of filler tobacco for
the purpose of producing certain blends for the different sizes
and grades of cigars.
The wrappers and binders, in their moistened state, and the
filler, in a somewhat drier state, are then delivered to the rolling
room, where they are rolled into cigars.
The first operation in the actual making of a cigar is “bunch
ing.” An operator takes a binder leaf, lays the proper amount of
filler tobacco within it, and rolls the whole into cigar form, the
binder forming a sort of rough wrapper. The roll is then placed
in a cigar-shaped groove in a mould, which is a wooden block
generally containing fifteen grooves. When the mould is filled,
a duplicate block is placed on top and the whole mould is put into
a hand press, where it is left for several minutes to allow the
“roll” to form itself perfectly.
Wrapping is the next operation. This consists of taking the
“roll ” of tobacco out of the mould, trimming it to the right size,
with the aid of a gauge, rolling a deftly cut wrapper around it and
fastening the end of the wrapper with gum tragacanth. The
cigars are then handed over to inspectors who examine them as
to size, workmanship, etc. This is the procedure in the hand
method of making a cigar, with all operations done by one operator.
In large factories, and even in some of the smaller factories the
bunching is performed by one operator and the wrapping by
another. The bunching may be performed with mechanical aid.
With an improved bunching machine, one operator feeds the
filler into the machine and a second operator places the binder in
place to receive the filler. Where a more simple contrivance is
used, which is much slower, one operator handles both filler and
binder. In both cases the binder is rolled around the filler
mechanically.
In the all-machine-made method, one machine performs all the
operations in the same order. The method of making is identical,
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the machine simply doing some of the work the hand otherwise
would do. Four operators, however, are required on each ma
chine. The first one puts the filler in the proper place, the second
and third put the binder and wrapper respectively in place, and
the fourth examines the cigar and places it in a container.
The order in which the packing operations are performed de
pends upon whether the cigars are cellophaned or tinfoiled. If
cellophaned, the operations in sequence are shading, pressing,
banding, cellophaning, packing. When tinfoiled, the shading
operation may be eliminated and the banding may be done after
the tinfoiling.
In shading, the cigars are selected and grouped as to color and
general appearance. The cigars in each group are as nearly
uniform as possible. They are put into a box and pressed, for
the purpose of giving them certain shapes. Banding is done by
machine and consists of putting the paper band (usually with the
brand inscribed on it) around the cigar. Cellophaning and tin
foiling are machine operations.
As a rule the labeling, etc., of cigar boxes is performed by the
maker of the box, with labels furnished him by the cigar factory.

Material Records
The material records in general use in a cigar factory are:
Purchasing:
Purchase requisition
Purchase contract or order
Receiving:
Report of material received
Invoices from creditors
Storing:
Stock records
Issuing and disposing:
Material requisition
Interdepartmental material reports
The purchase requisition is a request for purchases, prepared by
general manager, head of office department, factory superin
tendent or foremen of operating departments, according to their
requirements. The purchase contract or order is a form upon
which are entered definite agreements with and instructions to
the vendor as to quantity and kind of material or supplies re
quired. Both the requisition and purchase contract or order are
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prepared in duplicate. The original is sent to the person in
charge of purchases, and the duplicate is kept by the department
in which it originated. The original of the purchase contract or
order goes to the selling company, and the duplicate is kept on file.
The purchase contracts or orders are filed either alphabetically,
according to names of concerns to which they are sent, or accord
ing to nature of material ordered so as to facilitate ready reference
for checking.
The report of material received records the date of receipt, the
quantity and complete description of the material and the name
of the concern from which it is received. This report is filled in
by the receiving clerk after count and inspection of the material
received and is then sent to the office for checking purposes. The
invoices from creditors are checked with the purchase and receiv
ing records, price records, etc., for verification of charge and then
passed for entry upon the general and cost records.
Separate records are kept for the tobacco, other material and
supplies and finished cigar stock, and these records are so arranged
that they provide data for the “perpetual” inventory. The
tobacco record, which may be in either loose-leaf or loose-card
form, covers all the tobacco purchased and all the withdrawals
for production. It is divided into sections for segregation of
tobacco in vendor’s possession, in bond and in company’s ware
house or factory, each section being subdivided into kinds and
grades of tobacco. The “other materials and supplies” record
covers the purchase and withdrawal of such items as boxes, labels,
bands, tinfoil, cellophane, machine parts, supplies, etc. The
finished cigar record is arranged to show the number and value
of cigars in each brand and size and whether they are stamped or
unstamped.
The material requisition is an approved order by a department
head or foreman authorizing the issuance of tobacco or other
material and supplies needed for a particular purpose. The
interdepartmental reports are daily records prepared by the
various departments showing the weight, kind and grade of
tobacco and its use, delivered from one department to another,
and the number of cigars produced and packed.
In addition the company keeps a book conforming with require
ments of the United States internal-revenue department. In
this book there must be a daily record of all unstemmed or
stemmed leaf tobacco, cuttings, clippings, scraps and stems re
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ceived at the factory, and of all such articles removed therefrom;
the number of cigars manufactured and removed, tax paid, or
used by employees; revenue stamps of each class purchased and
used; also the number of cigars, stamped and unstamped, sepa
rately and value of attached and unattached stamps of each class
on hand before the beginning of business on the first day of each
month—to be ascertained by actual inventory. A monthly ab
stract from this book must be furnished to the collector of
internal revenue before the tenth day of each month.
Tobacco is usually received in bales or cases, which are num
bered, and the grade, quality and weight of the contents are noted
thereon. Upon receipt, an entry is made in the tobacco record
under the proper classification. Tobacco purchased, but held by
the vendors until shipment is requested, is charged to the vendors
in the tobacco records and when received is transferred to stock in
hand. All supplies when received are entered in the supplies
record. Both tobacco and supplies are issued on requisition
when needed for production, and the proper entries are made in
the various records. The finished product is recorded in the
finished-cigar record, according to brand, size, etc., and, when
the cigars have been sold and shipped, the records are credited
accordingly.
As a general rule, comparatively little time and labor are
required in taking a physical inventory, as the commodities are
not numerous. For tobacco in stores, the weight marked on an
unbroken bale or case is taken as being correct. When the bale
is broken, the amount is determined by actual weight. The work
in process consists of loose tobacco in various stages of preparation
and the loose cigars in the various stages of packing. Tobacco
in process is taken at actual weight, while the loose cigars and the
finished cigars (packed) are taken by count. Tobacco in hands
of vendors or in bond is taken from the store’s record.
The taking of inventory is usually under the supervision of a
financial officer of the company. Department foremen are dele
gated to supervise the actual count in their departments and the
recording on inventory sheets. After the recording has been
done, the sheets are summarized, according to desired classifica
tions, and are turned over to the cost or accounting department
for valuation, extensions and for checking quantities against
perpetual inventory records. Cost value, as shown by the mate
rial stock and cost records, as a rule is used for pricing.
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In this industry the piece-work plan of wage payment prevails.
All productive labor, with the exception of casing and wrapper
stripping, is paid at an established rate per thousand cigars or per
pound of tobacco. Casing and wrapper stripping labor is on an
hourly rate basis, because it has been found that this method
leads to more careful handling of the tobacco. Non-productive
labor—that which can not be applied directly to an operation—
is on a time-unit basis.
In addition to the piece-rate, some manufacturers pay various
bonuses for production over a certain amount and premiums for
getting more wrappers out of a given amount of tobacco. Learn
ers are put on piece-rate as soon as they become proficient. In
factories where moulds and machines are in use, the employees
work in teams of two or more, wherever possible.
Employees on the hourly-rate basis are furnished clock cards on
which their working time is recorded. Employees on piece-rate
are given piece-work cards, on which the time, quantity and
nature of product are recorded daily. In order to facilitate payroll
analysis, a differently colored piece-work card is used for each
operation. Space is provided on the cards to show number of
hours worked, quantity produced, rate and total pay.
At the end of the weekly payroll period, all cards are collected
and the amount of each person’s pay is calculated and extended,
according to the rates shown in the permanent rate book. A
payroll sheet is then prepared from the cards and is signed by the
superintendent. An analysis of the payroll is made to ascertain
the productive and non-productive labor in each department and
a further analysis of the productive labor to ascertain the amount
of labor applicable to each brand of cigar. The analysis is
compared with the payroll sheet, after which payment is made
from the latter by cash or cheque.
Payroll calculations can be verified in the aggregate, in many
instances, by taking the total production for the period and multi
plying it by the established rate per operation. In many cases
production in one department can be checked quite readily with
the production in another department. Salaries of officers, office
employees and factory superintendent are kept in a separate
record and are paid semi-monthly.
Tobacco is transferred from stores to the tobacco department
only upon requisition. The requisition shows the date issued,
grade and class of tobacco, weight, case or bale number and the
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purpose for which the tobacco is to be used. Upon receipt of the
tobacco by the tobacco department, a tag, having upon it the
same information as the requisition, is attached to the lot. For
identification purposes this tag accompanies the lot through every
process. When the tobacco goes through the stripping process,
another tag is attached showing the stripped weight and the loss
through stripping. Deliveries are made to the rolling room from
the various lots as requirements demand, each delivery reported
by weight and description of tobacco. The numbers of cigars
made are reported in units of one thousand.
After all the tobacco in a given lot has been delivered to the
rolling room, the tag that accompanied it is returned to the office.
Reports of the daily production in each department are also sent
to the office. During the month, the production reports are
compared with the tags and with the reports from one depart
ment with another. The reports are then analyzed as to brands,
and at the end of the month a summary is prepared. This
summary forms the basis for calculation of the cost of tobacco
consumed.
Each brand of cigar has been allotted a predetermined unit
weight for tobacco. By maintaining the identity of the tobacco
until it is made into cigars, the actual amount of tobacco
consumed for any brand can be readily compared with the pre
determined weight by dividing the consumption by the produc
tion.
The principal item of the material cost is tobacco. Other
items which form part of the cost are boxes, labels, bands, cello
phane, tinfoil, etc. For all material, other than tobacco, the
actual invoice price is used as a basis of cost.
In the case of tobacco, the basis of cost is the purchase weight,
invoice price, plus freight and import duty. This cost price,
however, is adjusted by the amount applicable to loss through
stripping, as all tobacco consumption is finally calculated on
stripped weight. The adjusted price per pound is found by
taking the purchase weight of the tobacco consumed, multiplying
it by the invoice cost price, subtracting therefrom the proceeds
from sale of scrap, stems and cuttings, and dividing the resultant
amount by the actual weight after stripping.
Labor costs are divided between productive and unproductive
charges. Productive labor consists of the wages paid for casing,
stripping, blending, bunching, rolling, shading, foiling, banding,
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etc. The cost of each operation is a fixed rate per unit, with the
exception of casing and wrapper stripping, the unit cost of which
is found by dividing the total labor for these operations by the
total production. If a bonus or premium be paid, it is added to
the labor for the operation to which it applies, and the labor is
then divided by the total production. When a brand of cigars is
made by hand and by machine at the same time, the labor appli
cable to both is spread over the combined production. Unpro
ductive labor includes wages paid to warehouse employees,
foremen, examiners, machinists, etc. Productive labor is charged
direct, but unproductive is charged to appropriate burden ac
counts and subsequently redistributed.
Entries for material consumed are based on requisitions on the
stores and entries for labor on the payroll analysis sheet. After
the cost of tobacco consumed has been determined, 1,000 cigars
are used as a unit basis for costing.
Another item that enters into the factory cost of cigars is the
cost of the revenue stamps that must be affixed to containers in
which cigars are packed.
The principal items of overhead expense ordinarily found in the
cigar industry are:
Indirect labor
Salaries of foremen and superintendent
Factory and warehouse rental
Machine rentals and royalties
Insurance and taxes
Repairs and renewals
Heat, light, power and water
Factory supplies
Depreciation
The distribution of overhead to the various makes of cigars on
a unit basis of 1,000 has been found to be the most convenient.
The proportion of overhead applicable to machine-made and
hand-made products will differ, but, as the identity of each make
is lost after leaving the rolling department, the production as a
whole is taken for basis of distribution. For information as to
relative costs for each method of manufacture, however, the ex
penses are analyzed and appropriately applied.
Depreciation is computed on a straight-line method—that is,
uniform amounts are set aside periodically. The basis is the
original cost, which not only includes the purchase price but also
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the freight and expense of installation.
follow:

The rates in general use

Buildings....................................................................
Moulds.......................................................................
Machinery and equipment......................................
Office furniture and fixtures....................................
Delivery equipment..................................................

Per cent.
2 to 5
12½ to 20
10
to 12½
10
to 12½
25
to 33⅓

The moulds are subject to obsolescence more than to wear and
tear through use, because of changes in the size and shape of
cigars. This accounts for the fairly high depreciation rate.
All banding machines and cigar machines are leased by the
cigar factories, as they can not be purchased outright from manu
facturers. The machines are leased on a stipulated monthly
rental or on royalty upon production. In addition to the monthly
rental for cigar machines a substantial initial payment is made.
This payment is amortized over the period of the machine lease.
Where a detailed plant ledger is maintained, the depreciation
charged off is entered in detail so that the exact residual value of
the asset may be determined at any time.
Plant renewals are charged direct to the appropriate asset ac
counts. Repairs to plant and equipment are charged to an ex
pense account, unless the repair materially prolongs the life of the
asset, and in that case repairs are charged against depreciation
reserve.
Marketing of the company’s various brands of cigars is ac
complished by the sales department. The personnel of this
department consists of the sales manager, salesmen, advertising
department, shipping department, statistical and file clerks and
stenographers.
The sales manager is in charge of all sales activities. He formu
lates the sales policies and methods, supervises the salesmen, etc.
The advertising department looks after all advertising matters,
and it is not always under the jurisdiction of the sales depart
ment, although its activities are clearly related to selling. Many
factories are not large enough to maintain an advertising de
partment, but employ an advertising agency.
The shipping department is responsible for affixing the proper
tax revenue stamps on all cigars leaving the factory as, under
government regulations, the stamps are to be affixed just prior to
shipment. The shipping clerk prepares bills of lading or other
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suitable records for all shipments and turns them over, with his
shipping order, to the invoice department for billing to customers.
Trade terms are usually 30 days net, with 2 per cent cash ten
days. In special cases the invoice dating may be advanced from a
few days to a month or more, depending upon the nature of sale.
All cigars are billed at list prices, less trade discount, which varies
from one to twelve per cent. Special rebates, based on number
of cigars purchased or their monetary value and calculated at
various rates, are also given to customers who buy in large quanti
ties. Retailers buying from jobbers may be granted a small
rebate by the company. This rebate is allowed on purchase of a
certain number of cigars containing certain brands. It is paid
direct to the retailer by the company upon advice from the
jobber.
The market for the company’s product is generally confined to a
restricted area, usually the state in which the company’s factory
is located and the surrounding states. Some factories, however,
have a national market. The biggest part of the company’s
product is sold to jobbers; the balance, in order of volume, goes to
chain stores dealing in tobacco products, large individual retailers
and small local retailers through local salesmen.
The cost of distribution consists of the packing and shipping
expenses, freight outward and the ordinary selling expenses.
The largest item of selling expense generally is advertising in
newspaper, magazine, billboard, window and counter displays,
electric and other signs, etc. Inasmuch as it is often desirable to
know whether a certain territory or a certain salesman is profit
able, the sales and the relative distribution expenses are analyzed
accordingly.
The financial records consist of the usual cash receipts and dis
bursements books, purchase or voucher register, sales register,
journal, general ledger and subsidiary ledgers for accounts receiv
able, accounts payable, stock and factory costs. Comment on
the books of original entry and the receivable and payable ledgers
is unnecessary. The stock ledgers and their use have been
described.
The general ledger is divided into sections, one each for accounts
relative to the following classifications, assets, liabilities, capital,
revenue, cost of sales, selling expenses, administrative expenses
and sundry expenses. Control over the factory cost ledger is
maintained by the goods-in-process account, to which are charged
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the materials and supplies, as requisitioned, all labor and factory
burden. This account is credited with the finished goods at cost,
as determined by the cost sheets.
Amounts charged to goods in process in the general ledger are
distributed in the factory ledger to appropriate detail accounts.
These accounts are not closed into total or process costs during
the year; consequently it is not necessary to enter credits for
finished product. The factory ledger is only an analysis of opera
tion costs, agreeing in its periodical totals with the charges to the
controlling account. After each period’s details have been com
pared with the control, cumulative totals are brought down for
the purpose of such reports on the operations of the year to date as
may be desired. These totals are a valuable aid in setting up a
budget of operations for the succeeding year and in preparing the
income-tax returns for the current year. The factory ledger is
supported by adequate production and cost sheets, covering each
brand of cigar and corresponding in total to the cost details.
The balance-sheet and profit-and-loss account may be prepared
as follows:
Balance-Sheet

Assets
Current assets:
Cash in bank and on hand........................................................
xxxxx
Marketable securities.................................................................
xxxxx
Notes and accounts receivable:
Customers’ notes receivable.................................................. xxxxx
Customers’ accounts receivable............................................ xxxxx
Miscellaneous..............................................................................
xxxx

Less reserve for bad debts.....................................................

Inventories—priced at cost:
Cigars........................................................................................
Material:
At factories and warehouse...........................................
With vendors...................................................................
In bond.............................................................................
Total materials................................................................
Supplies and revenue stamps................................................
Prepaid expenses:
Advertising supplies...................................................................
Insurance......................................................................................
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xxxxx
xxxxx xxxxx
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Taxes.............................................................................................
Stationery and supplies.............................................................

xxxx
xxxx

xxxx

Advances to officers and employees.............................................
xxxx
Investments at cost........................................................................
xxxxx
Property, plant and equipment:
Land.......................................................................................... xxxxx
Buildings...................................................................................... xxxxx
Machinery and equipment......................................................... xxxxx
Furniture and fixtures................................................................ xxxxx
Automobiles and trucks............................................................. xxxxx

Less reserve for depreciation.....................................................

xxxxx
xxxxx xxxxx

Cigar machinery leased—charges under contracts, less pro
vision for amortization...........................................................
Goodwill and trademarks...............................................................

xxxxx
xxxxx

Total.....................................................................................

xxxxx

Liabilities
Current liabilities:
Notes payable..............................................................................
Accounts payable—trade creditors’.........................................
Accrued expenses.........................................................................
Provision for federal income tax.............................................
Dividends payable......................................................................

xxxxx
xxxxx
xxxxx
xxxxx
xxxxx

Total current liabilities......................................................
xxxxx
Bonds or mortgages payable.........................................................
xxxxx
Capital stock:
Authorized and issued:
Preferred xx cumulative—xxxx shares of xx each......... xxxxx
Common—xxxx shares of xx each........................................ xxxxx xxxxx
Surplus..............................................................................................
Contingent liabilities......................................................................

xxxxx

xxxxx
Profit-and-loss Account
Gross sales........................................................................................
xxxxx
Less:
Return sales.............................................................................
xxxx
Freight..........................................................................................
xxxx
Discounts and special rebates on sales...................................
xxxx xxxx

Net sales...............................................................................
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Cost of sales:
Purchases of tobacco and supplies—less discounts...............
Direct labor.................................................................................
Revenue stamps..........................................................................
Manufacturing expenses.............................................................

xxxxx
xxxxx
xxxxx
xxxxx

xxxxx
Less:
Increase in inventory....................................................... xxxxx
Sales of stems and cuttings......................................... xxxxx
Free cigars.........................................................................
xxxx xxxxx

Cost of sales.........................................................................

xxxxx

Gross profit..........................................................................
Expenses:
Shipping and delivery.................................................................
Selling expense.............................................................................
Advertising...................................................................................
Administrative andgeneral........................................................

xxxxx

xxxxx
xxxxx
xxxxx
xxxxx

Total expenses.....................................................................

xxxxx

Net operating profit...........................................................
Miscellaneous income:
Dividends received.................................................................
xxxx
Interest received.........................................................................
xxxx
Sundry..........................................................................................
xxxx

xxxxx

xxxx

Less miscellaneous charges:
Interest paid............................................................ xxxx
Sundry.......................................................................... xxxx

xxxx

Miscellaneous income—net...............................................

xxxx

Net income before income tax..........................................
Provision for income tax................................................................

xxxxx
xxxxx

Net income...........................................................................

xxxxx

In the main, the balance-sheet and the profit-and-loss account
of the cigar manufacturer follow those of other manufacturing
establishments. Special attention, however, must be given to
certain matters in each of the statements.
Balance-sheet. Most cigar manufacturers value their inventories
at actual cost, regardless of market value. Under federal incometax laws the inventory may be valued at average cost if desired.
The basis of valuation must be indicated. Raw material is segre
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gated according to location, to show (1) what is immediately
available and (2) that upon which a further cost may have to be
added when delivered. Material in vendors’ possession will be
subject to freight charges and that in bond to duty. The leased
cigar machinery should not be included in the property accounts.
The investment in them is a deferred expense.
Profit-and-loss account. Gross sales are shown after regular
list discounts have been deducted. Cash discounts and special
rebates on sales are shown separately. Payment for revenue
stamps should not be included in the purchases, as this is not a
cost of material. Sales of stems and cuttings (the proceeds of
which are relatively small compared with actual cost) are de
ducted from cost of sales as these things are not sold to the cigar
trade. Advertising expense is shown separately and usually is of
considerable amount. Manufacturing, shipping and delivery,
selling, administrative and general expenses should be shown in
detail in a supporting schedule.
Audit of a cigar-manufacturing company does not differ to
great extent from that of any other manufacturing enterprise.
The auditor should satisfy himself that all income is properly
accounted for and that proper distinction is observed between
charges to capital and to expense accounts. Royalties paid for
the use of leased machines should be verified by the cigar-produc
tion records.
Classification of factory payrolls and overhead should be
examined as to propriety. The issuing and accounting for ma
terials, especially tobacco, should be subjected to close scrutiny,
for, if there be carelessness in handling, it will have a bearing on
the gathering of accurate cost information.
The inventory, which is usually the largest item on the balancesheet, should receive careful consideration. It is the practice of
some manufacturers to include, in their inventory, interest charges
for the use of capital. All such charges should be eliminated.
The methods of pricing for the opening and closing periods should
be on one basis. The auditor should see that duty paid on im
ported tobacco in the inventory is included in its valuation and
that no duty is included in the value of tobacco in bonded ware
house. Material in the hands of vendors or outside storage ware
houses should be verified by correspondence. Work in process,
which is generally of comparatively small amount, should be
valued according to the varying stages of production. The valu
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ation of finished cigars should not include the value of revenue
stamps, unless the stamps have actually been attached. Pack
ages to which the revenue stamps have been affixed should be few
in number, as, under government regulations, the stamps are not
to be affixed until the cigars are about to be shipped.
Shortly after January 1st of each year, government auditors
make an examination of the records of consumption, stock on
hand, etc., to satisfy themselves of the correctness of the inventory
and to determine if the proper amount of tax has been paid. In
making an audit after such examination, the government’s ex
aminers’ report may be used as positive proof of tax liability. If
no official examination has been made, the auditor should satisfy
himself that all requirements have been met.
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Auditor Independence
By A. C. Littleton
The nineteenth century statutes by which the British sought
to control joint-stock companies for the better protection of
investors plainly show that Englishmen of that time had a very
clear idea of the nature of a corporation and of the proper relation
of directors to stockholders. The company was merely a mecha
nism for drawing scattered capital together and putting it to work;
the stockholders were investors who pooled their savings for a
common objective; the directors were elected representatives
(“stewards ”) of the stockholders and were charged with the direct
responsibility of managing the investment for the investors’
benefit. But a knowledge of human nature and the existence of
an historical background, which included the stock-jobbing
period immediately preceding 1720, combined to lead the British
to frame their corporation statutes in such a manner as to provide
the stockholders with other representatives who were to “test the
stewardship,” as it were, of the managing representatives. At
first the critic was an auditing committee of stockholders, later
an independent professional auditor.
The developments of the past few years in our own country
have raised questions similar to those which must have agitated
Englishmen several generations ago. Can elected directors and
hired managers of corporations that are touched with a public
interest, because of the extent of the company’s operations, the
number of employees or investors or the character of the service
rendered—can such men, chosen by one group of investors, be
depended upon to manage the corporation with a balanced con
sideration for the best interests of all concerned? Can a way be
provided for independent third parties to review the acts and pro
posals of the managing representatives in a critical manner and
with the interests of both present and prospective investors in
mind?
British and American experiences dictate a negative answer to
the first question in enough cases to show that the problem of
securing a responsible management is not a negligible one. The
British precedent of the auditor-critic suggests an affirmative
answer to the second problem and thereby raises the additional
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question of whether the English plan of electing auditors in
the stockholders’ meeting should be adopted in this country
or some other plan should be devised to improve investor pro
tection.
The first reply to the last question probably would be that Eng
lishmen are not altogether satisfied with their own system. In
spite of election of the auditor by the stockholders, we are led to
believe that the goodwill of the directors is important, that the
selection of the auditor practically always rests with the directors
in the final analysis, that the courts have so circumscribed the
auditors’ duties as to make the stockholders’ protection rather
formal and that “until auditors are insured a much greater degree
of independence than they at present possess, it is hardly to be
expected that they can be an effective safeguard against waste of
shareholders’ funds in company administration.’’ (See Financial
Democracy, Miller and Campbell, chapter 4.)
The second reply to the question of transplanting the British
system is that conditions peculiar to the United States would
seem to make election of the auditor by the stockholders even less
satisfactory here. Getting stockholders out to meetings is a
problem everywhere, but the impression persists that it is par
ticularly difficult in this country.
Most of our security holders act alike in spite of differences in
the terms of their contracts: bondholders by agreement have no
vote for directors and policies; stockholders neglect to exercise
their prerogative and thus voluntarily place themselves in the
same category as bondholders as far as management control is
concerned. Stockholders do not seem to feel ownership responsi
bilities ; and they are quite apt to look to the market for the clue
to the value of their holdings rather than to financial statements.
This has a tendency to make many directors more market-con
scious than good management would dictate.
In addition to the other things, we have devised a very extended
array of securities contracts with numerous and complex diversi
ties. This vast expansion in the types of credit instruments has
greatly diluted the sense of ownership. The situation is no
longer one of the simple pooling of capital in a joint-stock by in
dividual investors receiving very similar interests in the enter
prise. The diversity of securities makes for diversity of interests;
and diversity, abetted by complexity of the contract, opens the
way to a possible subtle undermining of the prior rights of senior
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securities by new issues. (See Berle and Means, The Modern
Corporation and Private Property; also Graham and Dodd, Security
Analysis.)
The situation therefore calls for an American plan to fit Ameri
can conditions.
The only American plan so far developed aims at investor pro
tection through the application of the provisions of the federal
securities act and the securities exchange act, supplemented by
regulations issued by the securities and exchange commission.
It is not proposed here to discuss the probable success or failure of
this method of attack upon the broad problem. The statutes
have been charged with blocking the flow of private capital into
industry, but recent regulations of the commission seem to prom
ise relief for corporations with an established record. The very
large budget proposed for the commission has raised the fear in
some quarters of an extensive bureaucracy which may sometime
attempt to regiment business into too much uniformity, but an
ticipatory fears of this sort usually outrun eventual actualities.
Yet it must be acknowledged that the British experience with de
centralized administration of income-tax laws has been more
satisfactory than ours has been with a high degree of centraliza
tion, which would seem to be an argument against too great cen
tralization of control over securities.
However, it is desirable to raise the question whether the possi
bilities have been fully canvassed for investor protection by a more
effective use of experienced public accountants. The work of our
public accountants has now been given a statutory recognition
it never had before. But that is only a tardy recognition of just
a part of the service which they are competent to perform. Here
is a body of men, estimated to be approximately 14,000 in number,
who by education, experience and ideals of service are unusually
well qualified to fulfill in America the spirit of the early British
theory of the corporation auditor: an independent and expert
critic, in the interest of all investors, of the stewardship of the
directors.
Qualified to serve these men may be, but free to serve with a
real independence they are not.
Public accounting is faced with certain weaknesses which are
probably inherent in the present scheme of things.
1. Auditors are engaged by the officers or directors whose activi
ties are to be examined.
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2. Auditors may be dropped and others substituted at the
pleasure of the officers or directors; and the deposed auditor
has no recourse even though he may suspect that attempts
to mislead investors are contemplated.
3. Auditors have no power effectively to criticize directors’
valuations or financial proposals even though the equity of
some prior stock is being weakened. When their powers of
persuasion are exhausted, auditors have but little choice
except acquiescing or resigning.
4. Auditors may be subjected to subtle pressure in many ways;
the scope of their examination may be restricted more than
is wise; the time allowed may be arbitrarily limited at the
psychological moment; their reports may be suppressed and
their recommendations disregarded.
These situations, even when they do not create definite open
issues, can do much to undermine the auditors’ feeling of inde
pendence and prevent his convictions from showing teeth. Un
consciously he may seek ways of meeting concrete situations
without realizing that, while constituting technical “disclosure,”
his phrases may nevertheless fail to carry the necessary message
to the reader. He is constrained, perhaps, to qualify his certi
ficate. But that device may give the average reader the im
pression that the auditor was merely dodging responsibility, or
it may fail utterly because of its cautious phrasing to accomplish
its purpose of putting the investor “on notice.”
This is no indictment of public accountants; no other equal
group of men in contact with affairs will assay a higher average of
disinterestedness and impartiality. Certified public accountants
have made an enviable record of high-minded, expert service and
many individual accountants have repeatedly demonstrated
that they set their convictions above fees. Yet the fact remains
that the conditions under which they perform their critical and
quasi-judicial function constitute a definite culture-medium in
which the germs of professional weakness can and sometimes do
grow. The principal issue here raised is whether a practical way
can be found to reduce these handicaps upon a real professional
independence and to utilize an increase of auditor independence
for the public good.
The principal feature of the ideas outlined below is the thought
that the federal securities act and the securities exchange act
might be amended by congress and developed by commission regu
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lations in a manner to confer a larger degree of real independence
upon public accountants.
1. Corporations submitting statements under these acts could
be required to use for that purpose only statements prepared and
certified by auditors who shall have been licensed under the
securities and exchange commission; they could be required in
general to facilitate the auditor’s work and specifically to keep
him advised concerning proposed changes in financial structure or
other major financial adjustments; they should be prevented from
taking the initiative in terminating the professional services of their
licensed auditor unless by authority of a board of financial review
after a full hearing; they should be required to submit disputes
with the auditor to arbitration by the board of financial review.
2. Auditors who desire to qualify for practice under these stat
utes could be required to register with the commission and re
ceive a licence. The basic requirements for obtaining a licence
should be:
a. The applicant must be professionally qualified for this type
of engagement as indicated by his education, experience,
state certificate and professional connections.
b. The applicant must have membership in a professional body
having professional qualifications for admission and dis
ciplinary powers over the members.
c. The applicant must make public acknowledgment, by oath
or otherwise, of his acceptance of the responsibilities resting
upon an auditor to disclose the full facts clearly and to ex
press his professional opinion fearlessly in behalf of all
parties at interest. The phrase “parties at interest” is to
mean potential or present investors of every grade or contrac
tual relationship.
Employees of auditing firms, if given substantial discretion in the
conduct of professional engagements under these statutes, must
be licensed auditors.
3. Licensed auditors’ duties should be made broader than those
of the usual audit and should be outlined in general terms by
commission regulations under the statute. Briefly these duties
would be to examine and disclose. Examination would call for
the following:
a. Examination of the corporate records and accounts to see
that the results of the transactions reflect the principles of
good accounting.
287

The Journal of Accountancy

b. Scrutiny of security contracts, of proposals to change the
financial structure and of financial valuations or operations
to see that the principles of sound finance were not being
violated and that the interest of no class of security holder
was (accidentally or by design) being undermined without
the latter’s knowledge of the real significance of the situation.
c. Follow up the accounting of new financing to see if the use
made of the funds was as stated in the prospectus.
Disclosure would call for the following:
a. Presentation and certification of a full, clear statement of
present financial condition, including a careful indication of
the types of security contracts outstanding.
b. Presentation of full, clear statements of income for the cur
rent fiscal period, as well as an analysis of past surplus,
and a certification of the earned income of the past three
years.
These responsibilities laid upon the auditor would place his trained
judgment and skill as an analyst at the disposal, as it were, of the
whole investing public. The right of appeal by either party of
unsettled issues between auditor and client to the board of
financial review for arbitration would further assure the public
of sound practices.
4. As a judicial adjunct to the security and exchange commis
sion a board of financial review should be formed to serve as a
court of arbitration of such disagreements as may arise between
licensed auditors and their clients. Disputes may arise over ques
tions of
a. Good accounting theory or sound financial principles.
b. Neglect by the auditor of professional duty.
c. Need for a change of auditors.
d. Adequacy of service or fee.
The members of such a court should be appointed for a long term
of service by the president of the United States from a list of men
whom the accountants’ national organizations (American Institute
of Accountants, American Society of Certified Public Account
ants, National Association of Cost Accountants, American Asso
ciation of University Instructors in Accounting) would nominate
as particularly well qualified for this type of governmental
service. Obviously such a list should be made up of the best that
the accountancy profession could produce of broad education,
varied experience and judicial temperament.
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A group of interested, earnest specialists in accounting, such as
would be chosen for this court, would build up in a relatively short
time a most useful body of sound and authoritative precedents
related to specific situations. This would afford an exceptional
basis for shaping that body of doctrine called principles of good
accounting and sound finance into a well coordinated form, so
needed by practitioners in the field as guides in their current work
and by students in the class room in preparation for their future
work.
In order to assure wholly disinterested and fearless judgments,
the members of the court should receive a generous salary during
their term of service and every member not reappointed should get
a substantial pension upon retirement. This would give every
person entering this new responsibility the same economic and
intellectual independence as a life appointment.
5. Auditors who are protected in their professional independ
ence, when they are conscientious in their duties and correct in
their principles, should willingly accept definite and positive
liabilities to be applied when they become derelict as auditors.
a. Neglect of professional duty should, after a hearing before
the board of financial review, result in suspension of licence
of the individual accountants directly responsible and loss of
the client if the fault be decided to be minor neglect, and
permanent loss of licence if the decision was major neglect.
b. Anyone convicted before the board of financial review of
neglect of the duties of auditors, which are customary in the
circumstances of that case, who loses his licence as a result,
may not practise for himself under these acts or serve as a
responsible supervisor on the staff of an accountant who
does so practise.
c. If a hearing before the board of financial review should dis
close a presumption of connivance by the auditor in the issu
ance of a false financial statement or in concealing fraud in
the accounts, the statute should make the auditor civilly
and criminally liable to the client and to third parties who
could prove they had relied upon the false statements.
The time is past when it is proper to divide those who supply the
capital for modern corporations into two opposite categories:
owners and lenders. All investors, not excluding open trade
creditors, are contractual creditors of the corporation and differ
one from the other only by the terms of their respective contracts.
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Under a simpler financial structure, where practically all capital
came from common stockholders, the directors in effect repre
sented all sources of capital. The problem of finding a way to
select directors who can truly be called representatives of all
suppliers of capital is still unsolved, and until it is solved the early
ideal of the British plan of two counter-poised representatives
can not be fully achieved for our modern corporations. But the
above outline suggests that a way could be found to bring the
auditor-half of the plan into a close approximation of the ideal of
a really independent critic “in the interest of all who supply cap
ital.” If that independence were made possible, surely it would
be quite generally acknowledged a better method of increasing
investor protection than either dependence upon auditors subject
to dismissal by the persons under scrutiny or upon an inadequate
number of auditors attached to a federal bureau as bank examin
ers now are.
The plan outlined is a middle course resting upon a foundation
already available. And it is a plan which should not be difficult
to put into operation. In essence it would provide first, a system
of quasi-judicial scrutiny—by men trained under exacting pro
fessional standards—of corporate transactions and proposals, to
the end that brakes may be applied to unsound practices still in
the making, and, second, a method for a considered review of dis
puted questions and a suitable discipline for unprofessional or im
proper conduct.
This proposal would elevate public accountants to a larger
responsibility. But it is not advanced for their sake. It is sug
gested in the conviction that public accountants would be able to
make a real contribution to the problem of protecting investors
from deceit. Even hedged about as they now are by subtle
factors tending to undermine their full freedom of opinion, public
accountants still are more unprejudiced in their views than the
management which plans an issue of new securities, more unbiased
than the underwriters who expect to sell the issue to others at a
profit to themselves, and more public-minded than the attorney
who draws a security contract with a keen sense of the best inter
ests of the “insiders.”
A real independence for the auditor is as necessary to the ful
fillment of his function as an unofficial representative of the
investing public as the recognition of privileged communications
is to the fulfillment of the lawyers’ function. Indeed it is the
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public accountants’ already well-developed sense of professional
independence that qualifies them for an increased real independ
ence as quasi-public representatives of the interests of inarticulate
and scattered investors. They are in fact professional men who
already are well suited to “ . . . protect those whom they serve
against spoliation.” But they need better public support in their
task.
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AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students' Department.]

Examination in Accounting Theory and Practice—Part II
November 16, 1934, 1.30 P. M. to 6.30 P. M.
Solve all problems.

No. 2 (20 points):
The following accounts covering the year 1933 are submitted by The Electric
Company which sells and installs electric alarm systems for banks and other
institutions:
Balance-sheet—December 31, 1933
Assets
Current assets:
Cash..................................................................................
$ 25,000
Accounts receivable........................................................
237,500
Inventories.......................................................................
53,000
Unbilled contracts...........................................................
38,000 $353,500
Fixed assets:
Factory equipment.........................................................
Less: reserve for depreciation...................................

$164,000
33,000

Patents, less amortization.................................................
Prepaid insurance, commissions, etc.................................

131,000
75,000
13,500

$573,000

Liabilities
Current liabilities:
Accounts payable............................................................
Salesmen’s commissions.................................................
Accrued wages.................................................................
Six per cent preferred.....................................................
Common...........................................................................

$ 80,800
9,500
2,700

$ 93,000

$200,000
50,000 250,000

Earned surplus:
Balance, January 1st......................................................
Net profit for 1933..........................................................

$102,000
140,000

Less: preferred dividends paid..................................

$242,000
12,000

230,000

$573,000
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Profit-and-loss statement
Year ended December 31, 1933
Income from contracts:
Installation contracts......................................................
Repair service..................................................................
Inspection contracts.......................................................

$313,000
30,000
50,000

$393,000

Cost of contracts:
Materials, labor and factory overhead:
Installation contracts.............................................
$131,250
Repair service..............................................................
20,000
Inspection contracts...................................................
10,000

$161,250

Gross profit on contracts...........................................
Selling expenses...................................................................
General and administrative expenses..........................

$231,750
$ 60,000
38,750

98,750

Other income........................................................................

$133,000
7,000

Net profit for year......................................................

$140,000

1.

Additional information is procured as follows:
Accounts receivable segregation:
Completed contracts—current............................................ $110,000
Completed contracts—due July 1, 1935.....................................
25,000
Due from officers and employees—current................................
7,000
Uncompleted installation contracts—billed...............................
75,000
Overdrawn salesmen’s accounts..................................................
2,000
Stockholders’ subscription, represented by demand note re
ceivable, dated March 1, 1928.............................................
7,500
Contract balance, past due, secured by customer bank stock,
face value $12,000 not marketable......................................
11,000
$237,500

2.

3.
4.

5.
6.

7.
8.
9.

Preferred dividend for half year ended December 31, 1933, de
clared December 15, 1933, payable January 15, 1934.
Installation contracts are not collectible until completed.
The cost of installation contracts equals 50% of the installation
contract income.
Uncompleted installation contracts (billed in 1932), one-half
completed at December 31, 1932 ...............................................
$ 75,000
Uncompleted installation contracts, one-third completed at
December 31, 1933 and fully billed to customers...........
75,000
Unbilled contracts, no work thereon at December 31, 1933....
38,000
Inspection service contracts are billed annually in advance, the
charges being of uniform amount each month. The billings
in 1932 were the same as in 1933.
Federal and state taxes are estimated to equal 17½% of the net
profits. The change in the method of accruing income need
not be considered.

Prepare the adjusted balance-sheet and profit-and-loss account, also a sur
plus account showing the adjustments thereto.
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Exhibit “A"

Solution:
The Electric Company
Balance-sheet December 31, 1933
Assets

Current assets:
Cash.................................................................................. $ 25,000
Accounts receivable—current...........................................
110,000
Inventories...........................................................................
53,000 $188,000

7,000
25,000

Due from officers and employees..........................................
Accounts receivable—due July 1, 1935...............................
Uncompleted contracts:
Installation contracts in process....................................... $ 75,000
Less: reserve for uncompleted contracts.........................
50,000

25,000

Prepaid expenses:
Prepaid insurance, commissions, etc................................
Advances to salesmen........................................................

15,500

Stockholders’subscriptions...................................................
(Demand note dated March 1, 1928)
Factory equipment.................................................................
Less: reserve for depreciation...............................................

$ 13,500
2,000

7,500
$164,000
33,000 131,000

Patents, less amortization.....................................................
Contract balance, past due (secured by customer bank
stock, face value $12,000, not marketable)................ $ 11,000
Less: reserve for bad debts....................................................
11,000

75,000

$474,000

Liabilities and net worth
Current liabilities:
Accounts payable................................................................ $ 80,800
Salesmen’s commissions.....................................................
9,500
Accrued wages.....................................................................
2,700
Dividend payable................................................................
6,000
Reserve for income taxes...................................................
15,663 $114,663
Reserve for unearned income on inspection service con
tracts.................................................................................
22,917
Net worth:
Capital stock:
Six per cent preferred............................... $200,000
Common.........................................................
50,000 $250,000
Surplus (exhibit “B”)......................................

86,420

336,420
$474,000

Note.—The company has unbilled contracts, on which no work had been
performed at December 31, 1933, in the amount of $38,000.
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Exhibit “ B ”
The Electric Company
Statement of surplus account for the year ended December 31, 1933
Balance, per books, January 1, 1933...................................
$102,000
Deduct:
Dividends paid on preferred stock for the six months
ended December 31, 1932.......................................... $ 6,000
Provision for possible loss on the past due contract
balance..........................................................................
11,000
Adjustment of income on contracts billed in 1932 which
were one-half completed at December 31, 1932....
37,500
Provision for reserve for unearned income on inspection
service contracts..........................................................
22,917
77,417

Adjusted balance, January 1, 1933......................................
Profits for the year 1933, before provision for income taxes
(exhibit “C”)..................................................................

$ 24,583
89,500

Total.............................................................................
$114,083
Deduct:
Dividends paid on preferred stock for the six months
ended:
June 30, 1933..................................................... $6,000
December 31, 1933...........................................
6,000 $ 12,000
Provision for federal and state income taxes..................

15,663

27,663

$ 86,420

Balance, December 31, 1933.......... ......................................

Exhibit “C”
The Electric Company
Statement of profit and loss for the year ended December 31, 1933
Installation Repair Inspection
contracts service contracts
Total
$262,500 $30,000 $50,000 $342,500
Income from contracts..................
Materials, labor and factory over
131,250
20,000
10,000
161,250
head ..........................................
Gross profit on contracts...............

$131,250

$10,000

Deduct expenses:
Selling........................................... ....................................
General and administrative.... ....................................

$40,000

$181,250

$60,000
38,750

98,750

Net profit from operations..................................................
Other income.........................................................................

$ 82,500
7,000

Net profit for the year, before provision for income taxes

$ 89,500
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Explanatory adjusting entries
(1)
Completed contracts—current..............................................
Completed contracts—due July 1, 1935.............................
Due from officers and employees—current.........................
Uncompleted installation contracts—billed.......................
Overdrawn salesmen’s accounts...........................................
Stockholders’ subscriptions...................................................
Contract balance, past due...................................................
Accounts receivable........................................................
To distribute the balance carried as accounts receivable.
(2)
Surplus (dividends)................................................................
Dividend payable on preferred stock (January 15,
1934).........................................................................
To record the dividend declared on the $200,000 pre
ferred stock (6%) for the half year ended December 31,
1933; payable on January 15, 1934,. See minutes of
directors’ meeting, December 15, 1933. (Note—This
charge is made directly to the surplus account, inasmuch
as the dividend paid account shows a charge for the full
year. Theoretically, this debit should be to dividends
paid account, and a correcting entry for $6,000 should
be made to transfer to surplus the dividend paid during
1933 which, apparently, was declared in 1932 for the
half year ended December 31, 1932.)
(3)
Surplus.....................................................................................
Reserve for bad debts....................................................
To provide for possible loss on the past due contract
balance, secured by customer bank stock (not mar
ketable). (Note—It is not known when this account
arose. As the company does not use the reserve basis
in providing for uncollectible accounts, and as sufficient
information is not available to determine whether the
account is deductible for tax purposes, the write-off is
made to surplus, rather than to income for 1933.)
(4)
Surplus.....................................................................................
Income from contracts—installation...........................
To charge surplus and to credit current income with
one-half of the installations which were billed in 1932,
but which were only one-half completed at December
31, 1932.
(5)
Income from contracts—installation...................................
Reserve for uncompleted contracts..............................
To transfer from the income account to a reserve ac
count, the uncompleted portion (2/3) at December 31,

296

$110,000
25,000
7,000
75,000
2,000
7,500
11,000

$237,500

$ 6,000

$

6,000

$ 11,000
$ 11,000

$ 37,500
$ 37,500

$ 50,000
$ 50,000
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1933, of the contracts for installation fully billed to
customers.
(6)
Income from contracts—installation................................... $ 38,000
Unbilled contracts..........................................................
$ 38,000
To reverse the charges for unbilled contracts, on which
no work had been performed at December 31, 1933.
(7)
Surplus...................................................................................... $ 22,917
Reserve for unearned income on inspection service
contracts...................................................................
$ 22,917
To charge surplus and to set up a reserve for services
billed but not yet rendered on the inspection service
contracts. (Note—The charges were uniform in
amount each month for both 1932 and 1933. Hence, on
the contracts in force at December 31, 1932, and also, at
December 31, 1933, there was unearned income of
$22,917. On the contracts billed January 1st, the full
year’s service has been rendered. Those billed Febru
ary 1st would still have one month’s service credit at De
cember 31st; those billed March 1st, two months’ credit;
etc. As the monthly charge is $4,166.67, ($50,000÷
12), the amount of the necessary reserve may be com
puted as follows)
February (1/12 of $4,166.67).................. $ 347.22
December (11/12 of $4,166.67)..............
3,819.45
Total....................................................... $ 4,166.67
Average (divide by 2).......................... $ 2,083.33
Multiply by number of periods..........
11
Total unearned income........................ $22,917.00
(8)
Surplus...................................................................................... $ 15,663
$ 15,663
Reserve for income taxes...............................................
To provide for federal and state income taxes for the
year 1933 as follows:
Profit per books............................................ $140,000
Adjustments:
Entry No. 4...............................................
37,500
Total....................................................... $177,500
Deduct:
Entry No. 5............................... $50,000
Entry No. 6............................... 38,000 88,000
Adjusted income........................................... $ 89,500

Tax (17½% thereof).................................... $15,663
(Note.—The problem states that the change in the
method of accruing income need not be considered.)
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12,000

$618,000

Net profit, 1933........................................................................................
Dividends paid (preferred).........................................................................

Totals .........................................................................................................

$618,000

140,000

(2)
6,000
(3) 11,000
(4) 37,500
(7) 22,917
(8) 15,663
(x) 50,500

102,000

12,000

75,000
13,500

164,000

89,500

8,920

$ 33,000

Surplus:
Balance, January 1, 1933........................................................................

38,000

110,000
25,000
7,000
75,000
2,000
7,500
11,000
53,000

200,000
50,000

Balance-sheet
$ 25,000

200,000
50,000

(6)

(1) $237,500

Credit

80,800
9,500
2,700

(1) $110,000
(1)
25,000
(1)
7,000
(1)
75,000
(1)
2,000
(1)
7,500
(1)
11,000

Debit

80,800
9,500
2,700

75,000
13,500

53,000
38,000
164,000
$ 33,000

Trial balance
$ 25,000
237,500

Adjustments

Cash ...................................................................................................................
Accounts receivable .........................................................................................
Completed contracts —current .......................................................................
Completed contracts —due July 1, 1935.......................................................
Due from officers and employees—current ..................................................
Uncompleted installation contracts —billed .................................................
Overdrawn salesmen ’s accounts .....................................................................
Stockholders’ subscriptions .............................................................................
Contract balance, past due .............................................................................
Inventories ........................................................................................................
Unbilled contracts ............................................................................................
Factory equipment..........................................................................................
Reserve for depreciation .................................................................................
Patents, less amortization ..............................................................................
Prepaid insurance, commissions, etc ..............................................................
Accounts payable .............................................................................................
Salesmen’s commissions..................................................................................
Accrued wages..................................................................................................
Capital stock:
6% preferred .............................................................................................
Common .................................................

Balance-sheet

T he E lectric C ompany
Working papers—December 31, 1933
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140,000

$400,000

Totals .........................................................................................................

$131,250
20,000
10,000
60,000
38,750

Repair service ...................................................................................................
Inspection contracts ........................................................................................
Materials, labor and overhead:
Installation contracts ..................................................................................
Repair service ...............................................................................................
Inspection contracts ....................................................................................
Selling expenses................................................................................................
General and administrative expenses............................................................
Other income ....................................................................................................
Profit for year 1933.....................................................................................

Profit and loss
Installation contracts ......................................................................................
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7,000

30,000
50,000

$313,000

$ 88,000

(5) $ 50,000
(6) 38,000

(x)

$ 88,000

50,500

(4) $ 37,500

$381,080

Totals .........................................................................................................
$381,080

(2) $ 6,000
(3)
11,000
(5)
50,000
(7)
22,917
(8)
15,663

Dividend payable .............................................................................................
Reserve for bad debts .....................................................................................
Reserve for uncompleted installation contracts ..........................................
Reserve for unearned income on inspectionservice contracts ..................
Reserve for income taxes ................................................................................

$580,000

$349,500

89,500

$131,250
20,000
10,000
60,000
38,750

$349,500

7,000

30,000
50,000

Profit and loss
$262,500

$580,000

$ 6,000
11.000
50,000
22,917
15,663
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No. 3 (10 points):
A corporation presents the following condensed statement as of the close of
the year:
Dividends payable.... $ ............
Cash................................ $ 90,000
Other liabilities..............
500,000
Other assets....................
1,510,000
Common stock...............
500,000
6% preferred stock....
300,000
8% preferred stock. ...
200,000
Surplus.....
100,000
$1,600,000

$1,600,000

The 6% stock is cumulative, the 8% stock is non-cumulative, and both par
ticipate equally in the remaining surplus profits by being entitled to an extra
dividend equal to the excess of any common dividends rate over and above 6%
per annum.
A. Compute the book value per share for each class of stock in the following
cases:

1. Current year’s dividends unpaid.
2. Dividends unpaid for two years.
3. Dividends unpaid for three years.

B. What dividends could legally be declared to the various classes of stock
holders, assuming that the 6% stock is non-participating, the 8% stock is par
ticipating on the basis stated and no dividends are in arrears?

Solution:
(A)

Computation of the book value per share:
Division
of
8%
6%
surplus preferred preferred Common

(1) Current year’s dividends unpaid:
$200,000 $300,000 $500,000
Capital stock............................
Requirements for current year
30,000
16,000
18,000
(6% for common)................. $ 64,000
Participating:
7,200
7,200
2/10 of $36,000....................
3/10 of $36,000....................
10,800
10,800
18,000
5/10 of $36,000....................
18,000

Totals................................
$100,000 $223,200 $328,800 $548,000
Book value, per share.................

$ 111.60 $ 109.60 $ 109.60

(2) Dividends unpaid for two years:
$200,000 $300,000 $500,000
Capital stock............................
Accumulated dividends for one
18,000
year........................................ $ 18,000
30,000
18,000
16,000
Requirements for current year
64,000
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Participating:
2/10 of $18,000................
3/10 of $18,000.....................
5/10 of $18,000....................

$ 3,600 $
5,400
9,000

3,600
$ 5,400
$

9,000

Totals................................

$100,000 $219,600 $341,400 $539,000

Book value per share..................

$ 109.80 $ 113.80 $ 107.80

(3) Dividends unpaid for three years:
Capital stock................. $200,000 $300,000 $500,000
Accumulated dividends for two
$ 36,000
36,000
years..................................
64,000
16,000
18,000
30,000
Requirements for current year
Totals................................

$100,000 $216,000 $354,000 $530,000

Book value per share..................

$108.00 $118.00 $106.00

(B) Computation showing what dividends could legally be declared to the
various classes of stockholders, assuming that the 6 per cent stock is non
participating, the 8 per cent stock is participating on the basis stated in the
problem, and no dividends are in arrears.

Division
of
surplus

8%
6%
preferred preferred Common
$200,000 $300,000 $500,000
Capital stock.................................
16,000
18,000
30,000
Requirements for current year... $ 64,000
Participating:
2/7 of $36,000...........................
10,286
10,286
25,714
5/7 of $36,000...........................
25,714

Totals.....................................

$100,000 $226,286 $318,000 $555,714

Amount of dividends which could
be declared............................. $100,000 $ 26,286 $ 18,000 $ 55,714
No. 4 (10 points) :
At a given date the condensed balance-sheets of two firebrick companies
were as follows:
Alpha Firebrick Co.
Capital stock:
Fixed assets, at cost less
depreciation........... $1,800,000
Authorized—12,000
shs.
Issued—8,000 shs.... $ 800,000
Liabilities.......................
620,000
Current assets...............
867,000
Surplus...........................
1,247,000
Goodwill.........................
None
$2,667,000

$2,667,000
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Beta Firebrick Co.
Land at cost.................. $ 277,000
Capital stock......... .... $ 500,000
Liabilities............... 120,000
Buildings at cost, less
depreciation...........
50,000
Surplus...................257,000
Equipment, at cost less
depreciation...........
100,000
Current assets...............
100,000
Goodwill.........................
350,000
$ 877,000

$ 877,000

Alpha Company then bought all the assets of Beta Company, giving in
payment $400,000 of its own stock. This purchase price included payment at
book value for buildings, equipment and current assets, the balance being
payment for the land. The latter contained a deposit of fireclay estimated at
12,000,000 tons, which was the primary reason inducing Alpha Company to
acquire the properties. It was estimated that when the clay deposit was ex
hausted the residual land would be worth not more than $10,000 and the
equipment and buildings would be worth nothing. The goodwill on the books
of Beta Company had been set up in the early post-war years by a credit to
surplus, in an attempt to set up a large investment for purposes of excess
profits tax.
How should the properties be taken up by Alpha Corporation and what
charges to profit and loss should be made thereafter in respect to depletion,
depreciation and obsolescence, assuming (1) that the buildings would outlast
the clay deposit and that the equipment would be sufficiently provided for by
an annual provision of 10% of the cost to Alpha Company? Use straight-line
rates, on per ton or time basis, as you think proper. Give reasons for what
you do.

Solution:
The first point to consider in this problem is what value is to be assigned to
the land (fireclay deposit). The problem definitely states that the buildings,
equipment and current assets are to be taken over at book value, the balance
(of the $400,000 of stock) being the payment for the land. If this may be
interpreted as meaning that the stock is to be issued at par, the entry to record
the acquisition of the properties would be:
Buildings.................................................................................. $ 50,000
Equipment...............................................................................
100,000
Current assets.........................................................................
100,000
Land.......................................................................................... 150,000
Capital stock (unissued)................................................
$400,000
To record the purchase of the above assets from the
Beta Firebrick Company for which $400,000 of stock
was issued in payment.
If the land were appraised, or if some valuation was placed upon it when
purchased, such appraised or agreed upon valuation could be used in recording
the purchase of this asset; but the excess of the appraised or agreed upon
valuation over $150,000 should be credited to an unrealized surplus account.
The best method to provide for depletion of the land account, and for depre
ciation of the buildings (which would have no value after the fireclay was
exhausted), would be by use of the “production method.” That is, divide the
cost of the asset by the number of tons (12,000,000) to get the rate per ton.
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The periodic charge will be the number of tons produced during the period
multiplied by the rate.
The rate per ton is shown below:
Asset
Cost
Per ton
Land........................................................................ $150,000
Less: residual value..............................................
10,000 $140,000 $.01167

Buildings................................................................

$ 50,000 $.00416

The equipment should be depreciated on the basis of 10 per cent per annum
for the problem states “that the equipment would be sufficiently provided
for by an annual provision of 10 per cent of the cost to the Alpha Company.”
Whether this statement can be interpreted to indicate that the 12,000,000
tons of clay will be removed within ten years is questionable. However,
it would be well to consider the advisability of providing at least 10 per cent
per annum for depreciation on the buildings, if the production should fall
below 1,200,000 tons during any one year.
The annual charge for depreciation on the equipment would be:
10% of $100,000, or $10,000
On the above assumption, the minimum charge for depreciation on the build
ings would be:
10% of $ 50,000, or $ 5,000

No. 5 (5 points):
K Company holds a first mortgage of $25,000 and L Company a second
mortgage of $10,000 on real estate of M Company.
M Company has defaulted in payment of one year’s interest of $1,500 on the
K Company mortgage and assigns future rents to K Company authorizing the
latter to manage the property as mortgagee in possession.
Six months later L Company institutes foreclosure proceedings and pending
final sale thereunder the K Company is appointed by the court as receiver for
rents.
How should the rents and expenses be treated in the books of K Company
during (a) the first six months (b) the second six months? Give reasons.

Solution:
The K Company should record the interest due (if not already on the books)
by a debit to the account of “ M Company.” Any rents collected or manage
ment expenses paid during the six months period should be credited or charged
against this account. At the end of the six months period, a debit balance in
the account indicates the amount of the claim which K Company has against
M Company. Any credit balance in the account represents the liability of
K Company to M Company.
At the time that K Company is appointed by the court as receiver for rents
of M Company, the balance in its account with M Company should be trans
ferred to a new account called “ M Company in receivership ” or “ M Company
—receivership account.”
If this balance is a credit balance, it represents an asset of the receivership
and should be so recorded in the receivership accounts.
During the second six months the rents collected and the expenses paid (as
authorized by the court) should be recorded in accounts called “ M Company
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—in receivership—rents collected” and “M Company—in receivership—
expenses paid.” The offsetting debits and credits would be cash items de
posited in or checked out of a separate bank account.

No. 6 (5 points):
Your audit of the records of N, a bankrupt company, disclosed the following
entries made one day before adjudication by the court.
a) Journal entry crediting the account receivable of O Company and debiting
the account payable of O Company with $10,000 to offset accounts representing
mutual dealings.
b) Cashbook entry applying entire bank balance of $25,000 in reduction of
an unmatured note of $50,000 to the same bank.
c) The sale and delivery of all merchandise on hand at current market sales
prices to P Company, holder of unmatured notes payable of the N Company
which are personally endorsed by officers of the N Company. The merchan
dise is delivered in full and final settlement of these notes.
Comment upon these transactions.

Solution:
As the entries were made on the books one day before adjudication, it may
be assumed that the petition in bankruptcy had already been filed. In these
circumstances, all of the entries are improper, unless, under (b), the right to
apply balances on deposit was specifically granted to the bank at the time
the loan was made.
When the trustee sues the O Company and the bank, they may plead for
the right of off-set in their defense.
The sale and delivery of all merchandise on hand to P Company, holder of
unmatured notes payable to the N Company is fraudulent and may be set
aside as a preference. This transaction is also apparently in violation of the
bulk sales act.
No. 7 (5 points):
In 1929 T Company purchased a large factory building and, to finance the
deal, executed a purchase-money mortgage of $100,000 payable in 10 years.
In 1933 it sold the property to U Company which deducted from the sales price
of $150,000 the amount due on the purchase-money mortgage of $100,000.
In the course of your examination of the books of T Company for the year
ended December 31, 1934, you find a journal entry recording the sale of the
property.
How should the realty transaction be shown on the balance-sheet, assuming
that there is a marked deflation in realty values and that the U Company was
declared bankrupt on December 1, 1934?

Solution:
It would appear from the statement of the problem, that the building was
sold subject to the mortgage of $100,000, and that the T Company was not
released from its liability on this mortgage. Hence, the T Company will be
liable for any deficiency when the property is sold, and a reserve should be set
up out of surplus to provide for this contingent liability.
Assuming a conservative sales price of the property to be $75,000 I would set
up the facts in the balance-sheet as follows:
Liability on purchase-money mortgage.................................. $100,000
Less: estimated recovery on sale of property.......................
75,000

Reserve for possible loss............................................................
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No. 8 (5 points):
The Island Syndicate offers to build a bridge across The Narrows at a cost of
$20,000,000 and to accept in payment the city’s 4% bonds, redeemable in 25
years, interest payable semi-annually. The annual maintenance charges are
estimated at $50,000 a year. It is proposed to charge tolls—5 cents for foot
passengers and 50 cents for vehicles. Based on these charges and assuming a
ratio of foot passengers to vehicles of 1 to 20, how many tolls of each class would
be necessary each year in order to provide for maintenance, interest and a
sinking fund (earning the same rate of interest as the bonds) sufficient to retire
the bonds at maturity? The amount of $1 after 50 interest periods is $2,692.

Solution:
The annual sinking fund contribution to retire the bonds at maturity may
be computed as follows:
The amount of $1 for 50 interest periods at 2% is............. $2,692
Deduct..........................................................................................
1.000 to obtain
The compound interest of........................................................ $1.692
The compound interest divided by the rate, or $1,692÷.02=$84.6 the
amount of an annuity of $1.
The semi-annual sinking fund contribution may be obtained
by $20,000,000.00 ÷$84.6=................................................
$236,406.62
Multiply by 2 to obtain the annual charge, or............................

$472,813.24

The annual cost is tabulated below:
Sinking-fund contributions................................................ $ 472,813.24
Maintenance charges..............................................................
50,000.00
Interest charges (4% of $20,000,000)..................................
800,000.00

Total.....................................................................................

$1,322,813.24

For every foot passenger producing................................................... $
Twenty automobiles will produce (20X50¢)...................................

.05
10.00

Total............................................................................................... $

10.05

Then $1,322,813.24÷$10.05=............................................................ $131,623
(The necessary sets of 1 foot passenger and 20 automobiles annually)
Number Rate
Amount
131,623 $.05 $
6,581.15
Foot passengers...........................................
.50
1,316,230.00
Automobiles................................................. 2,632,460

Total amount..........................................

$1,322,811.15

No. 9 (5 points):
On January 1, 1930, the V Company issued $1,000,000 bonds at 95. In
terms of the issue $200,000 are to be retired on January 1, 1933, and $500,000
by annual amounts of $100,000 on January 1st of each of the five years next
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succeeding, the balance of $300,000 to be retired on January 1, 1939. Prepare
a table showing the amortization of the discount by the bonds-outstanding
method.
Solution:
The V Company

Schedule of amortization
Year
1930................
1931................
1932................
1933................
1934................
1935................
1936................
1937................
1938................

Bonds
outstanding
$1,000,000
1,000,000
1,000,000
800,000
700,000
600,000
500,000
400,000
300,000

Fraction
10/63
10/63
10/63
8/63
7/63
6/63
5/63
4/63
3/63

Amortization
per year
$ 7,936.51
7,936.51
7,936.51
6,349.21
5,555.56
4,761.90
3,968.25
3,174.60
2,380.95

Totals.........

$6,300,000

63/63

$50,000.00

No. 10 (5 points):
In the course of your examination of the accounts of the Grander Company,
Incorporated, you find that the company entered into certain irregular trans
actions. The company may be liable for damages as a consequence of the
first of these transactions, while in the second it has performed a contract which
is voidable by the other party who appears on the company’s books as a debtor
for the agreed contract price. In the third place certain ultra-vires transac
tions have been fully completed on both sides but others are still open, the
company including in its book debts the amount due from the second party
arising out of these transactions.
How would you deal with the foregoing transactions in your report?
Solution:
The auditor should discuss the transactions with officials of the company and
suggest that reserves be set aside, as follows:
In the first case, a reserve for the amount of possible damages.
In the second case, an addition to the reserve for uncollectible accounts in the
amount of the possible loss should the debtor void the contract.
In the third case, an addition to the reserve for uncollectible accounts in the
amount of the open book debts, if under the statutes of the state or states,
ultra vires may be pleaded as a defense. In some states, it may not be so
pleaded. Generally, ultra vires is not a defense in completed transac
tions. However, if it should be in these cases, the reserve should be in
creased accordingly. The auditor should obtain legal opinions on these
points.
If the officials of the company do not agree to reserve against these transac
tions, the auditor should qualify his certificate accordingly.
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Institute Examination in Law
By Spencer Gordon

The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examination of November, 1934,
have been prepared at the request of The Journal of Accountancy. The
answers have not been reviewed by the board of examiners and are in no way
official. They represent the personal opinions of the author.—Editor, The
Journal of Accountancy.

Examination in Commercial Law
November 16, 1934, 9 A. M. to 12:30 P. M.

Reasons must be stated for each answer. Whenever practicable give the answers
first and then state reasons. Answers will be graded according to the applicant's
evident knowledge of the legal principles involved in the question rather than on his
conclusions.
Group I

Answer all questions in this group.
No. 1 (10 points):
Backus, in the excitement of a railroad accident, lost unregistered coupon
bonds and stock certificates endorsed in blank which he had been carrying in a
brief case. These were found by another passenger who made no attempt to
ascertain or find the loser but two weeks later sold the bonds and the cer
tificates. The purchaser paid full value for them and had no knowledge of
Backus’ loss. Did the purchaser become the legal owner of the bonds and the
certificates?
Answer: Unregistered bonds are negotiable instruments and the purchaser
became a holder in due course in that he took them in good faith and for value
with no notice of defect in the title of the person negotiating them. Stock
certificates are not negotiable instruments, and at common law even where a
lost or stolen certificate has been endorsed in blank a bona-fide purchaser ac
quires no title as against the true owner unless the latter has been guilty of such
negligence as will estop him from the assertion of his title. As these certificates
were lost in a railroad accident, it would seem that there was no negligence and
therefore no estoppel. Thus the purchaser became the legal owner of the
bonds, but he did not become the legal owner of the stock certificates. (The
uniform stock transfer act which has been adopted in a number of states pro
vides that the delivery of a certificate to transfer title shall be effectual though
made by one having no right of possession and having no authority from the
owner of the certificate, and under the provision of this act even a thief may
pass title to a purchaser for value and without notice.)

No. 2 (10 points):
Andrews was appointed trustee of certain real property by a written instru
ment which specified that the income was to be paid to a named beneficiary
during the latter’s life and that title to the property was to be conveyed to
another beneficiary upon the death of the life-tenant. What duties, if any,
may Andrews delegate to assistants or agents?
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Answer: Andrews as trustee may not delegate discretionary duties such as
the determination of the use to which the real property is to be put, the rental
to be asked of tenants, etc. He must make the decision in such matters. He
may, however, delegate ministerial duties which are usually performed by
agents. Thus, he may employ janitors, caretakers, etc., and he may even
employ real-estate agents to collect the rent and attend to the routine affairs of
management. He must use reasonable care in the selection and supervision of
such agents and employees.

No. 3 (10 points):
(a) Define “ultra vires” as used in the law with respect to corporations.
(b) Give an example of an ultra-vires act.
Answer: (a) The attempted exercise by a corporation of powers which are
not incident to those which are either expressly granted or necessarily implied
is “ultra vires.”
(b) An example of an ultra-vires act would be the opening of a hotel by a
corporation organized to conduct a newspaper.

No. 4 (10 points):
Watson and Titus were partners, under a partnership agreement which made
no mention of the death of either. Watson by his will bequeathed his interest
in the partnership to his wife. Upon Watson’s death, did his wife become a
partner with Titus by virtue of this legacy in Watson’s will?
Answer: In the absence of an express agreement to the contrary every part
nership is dissolved by the death of one of the partners, and the only effect of
Watson’s will would be to leave to his wife his share in the unliquidated partner
ship assets. His wife did not become a partner with Titus by virtue of this
legacy.

No. 5 (10 points):
Davis borrowed money from Harrison and gave him as security a power of
attorney to collect future rents from Davis’ tenants.
(a) Would this power of attorney be cancelled by Davis’ death prior to the
repayment of the loan?
(b) Can a tenant who knows of Davis’ death discharge his obligation for rent
accrued prior thereto by paying Harrison?
Answer: (a) The power of attorney, being security for money borrowed, is a
power coupled with an interest. It is deemed irrevocable and is not cancelled
by the death of Davis, the principal, prior to the repayment of the loan.
(b) As the power is not cancelled, a tenant knowing of Davis’ death can dis
charge his obligation for rent accrued prior thereto by paying Harrison.
Group II

Answer any five questions in this group. No credit will be given for additional
answers and if additional answers are submitted only the first five will be considered.
No. 6 (10 points):
Kenyon was a business man in the city of X. He signed a subscription list
by which he agreed to contribute $1,000 towards the purchase of a building for
the local chamber of commerce. Other subscribers for the same amount signed
this list both before and after Kenyon signed it and Kenyon knew of these other
subscriptions. The building was purchased in accordance with and in reliance
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upon this subscription list.
his subscription?

Can Kenyon be compelled to pay the amount of

Answer: Kenyon can be compelled to pay the amount of his subscription.
Although it is difficult to state a logical theory of consideration in such a case,
the American courts recognize the creditors’ right to enforce payment of a
business subscription, on the theory that such a subscription is an offer to con
tract which becomes binding as soon as the work toward which the subscription
was promised has been done or begun or a liability incurred in regard to such
work on the faith of the subscription.

No. 7 (10 points):
Define and explain briefly (a) patents, (b) copyrights and (c) trade-marks.
Answer: (a) Letters patent are granted to inventors by the United States
and give the full and exclusive right of making, using and selling to others to be
used the invention for the term of years stated in the patent.
(b) By complying with certain United States statutes as to registration,
authors or publishers may obtain copyrights which give them the exclusive
right to multiply, publish and sell copies of literary or artistic productions. A
copyright is thus the right to make such a work public and still retain the bene
ficial interest in it.
(c) A trade-mark is a sign, device or mark by which articles produced or
dealt in by a person or firm are distinguishable from those produced or dealt
in by rival manufacturers or dealers. The exclusive right to a trade-mark is
obtained by prior use.

No. 8 (10 points):
A drawee of a draft, in answer to an inquiry by the payee, wrote that he
would honor a draft for $1,000 by Samuel Thompson. A draft on this drawee
by Samuel Thompson for $1,000 was duly presented but acceptance was re
fused because the words “with exchange” had been added. Can the payee
collect from the drawee?
Answer: The drawee’s acceptance by separate written instructions was a
binding acceptance, but the drawee can not be held liable for a larger amount
than $1,000, the amount stated in his acceptance. The alteration of the in
strument did not invalidate it except to the amount in excess of $1,000, and
assuming that the payee gave value for the bill the payee can collect $1,000
from the drawee.

No. 9 (10 points):
Define “common law” and briefly differentiate it from statutory law.
Answer: The common law comprises the body of those principles and rules of
action relating to the government and security of persons and property which
derive their authority solely from the usages and customs of immemorial an
tiquity or from the judgments and decrees of the courts recognizing, affirming
and enforcing such usages and customs, as distinguished from the law created
by the enactment of legislature (statutory law). The common law is particu
larly the ancient unwritten law of England.

No. 10 (10 points):
In a state where gambling is and always was unlawful, Olsen owes Marks a
gambling debt and Marks engages Shepard to collect it on a 25 % fee. Shepard
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collects the amount of the debt but refuses to transmit any part of it to Marks.
Can Marks recover in an action against Shepard?
Answer: There has been a considerable diversity of decision on this point,
but the present tendency is to hold that justice between the parties demands
an accounting by the agent in nearly all cases, and that if a third person gives
to the agent money for delivery to the principal in payment for a crime which
the principal has committed, the agent is under a duty to execute the trust, at
least in cases where the crime was complete before any act was done by the
agent and the payment to the agent is not in itself a part of the crime. Marks
can therefore recover.

No. 11 (10 points):
Define “stoppage in transit,” state who may exercise this right, and in
general when the right ceases to exist.
Answer: When the buyer of goods is or becomes insolvent, the unpaid seller
who has parted with the possession of the goods has the right to stop them in
transitu, that is to say, he may resume possession of the goods at any time
while they are in transit, and he will then become entitled to the same rights
in regard to the goods as he would have had if he had never parted with pos
session. The right ceases to exist if the buyer or his agent obtains delivery of
the goods before their arrival at the appointed destination, or if after the arrival
of the goods at the appointed destination the carrier or other bailee acknowl
edges to the buyer or his agent that he holds the goods on his behalf and con
tinues in possession of them as bailee for the buyer or his agent or if the carrier
or other bailee wrongfully refuses to deliver the goods to the buyer or his agent.

No. 12 (10 points):
Emerson rented a furnished apartment containing a radio connected with
receiving wires on the roof of the apartment house (with which radios in other
apartments also were connected). Emerson removed this radio and substi
tuted one of his own without injury to the connecting wires. At the termina
tion of his lease he removed his own radio and reconnected the landlord’s.
The landlord claimed both radios. On what principle of law was this claim
based? Should the landlord’s contention be sustained?
Answer: The landlord’s claim is based on the law relating to fixtures. The
landlord evidently contends that Emerson having connected his radio to the
apartment, the radio became a part of the realty. The law of fixtures is not at
all well settled, but in this case the best opinion would seem to be that the
landlord’s contention should not be sustained, because Emerson could readily
remove the landlord’s radio and replace it, and according to the customs of
modern life there is nothing permanent about the attachment of the radio.
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AUDITING—THEORY AND PRACTICE, by Robert H. Montgomery.
The Ronald Press Company, New York. Cloth, 772 pages. 1934.
In its familiar dress Mr. Montgomery offers to the profession the fifth edition
of Auditing—Theory and Practice, revised and re-written to show the develop
ments in auditing practice during the eventful years since 1927. Withal it is
much condensed as compared with the 3rd edition of over 1250 pages, in two
volumes, and the 4th of 860 pages. Much irrelevant matter has been omitted,
such as details which belong more properly to accounting theory and practice,
tables and specimen statements which are readily found in statistical hand
books, special instructions for auditing different classes of business, etc. The
liberal extracts quoted from legal decisions might well have been eliminated
without affecting its usefulness as a text-book. However interesting and in
formative these may be to experienced practitioners, they are rather beyond
the grasp of the average student. Nevertheless the shortening of the book is
a distinct improvement.
Another improvement is the change of arrangement in considering the bal
ance-sheet and detailed audit together. Although we may still cling to dis
tinctions in classes of audits, there is no blinking the fact that courts and the
public are becoming impatient of them and are inclined to insist upon full
examination and verification no matter what the auditor may call the audit.
With the growing mandates of the laws and the public no auditor worthy of
the title will hesitate to make as detailed an audit as he considers necessary.
Once more the author is compelled to discuss the reasonableness of the timehonored rule of “cost or market whichever is lower” as the basis for valuing
inventories in abnormal times. As before, he admits that there may be ex
ceptions to this as to all rules. That, of course, is common-sense. If the in
ventory is really worth less than cost or market value, it is the business of the
auditor to disclose the fact. But why should it be necessary to state the
current profit or loss on the basis of such low valuation? Why not treat the
inventory purely as a suspense item by basing it on actual cost, thereby
showing the balance of the purchase account as the cost of goods sold in the
period? One of the reasons against revaluation is, as the author says (p. 203)
that “writing down to market value may show an apparent profit in the
succeeding period.” But it does more than that. It saddles the current
period with a part of the cost of goods sold in the next, thus distorting the
profit or loss in both. The only excuse for it is the plea of anticipating a loss
that may occur. But this possibility is easily disclosed by showing the re
duced valuation in memorandum, as the author himself says in the same
paragraph. Correct auditing procedure is not affected, as the auditor must
ascertain the true value of the inventory in any event, but it would simplify
matters for the reader of financial statements and eliminate wrangles with
treasury agents. Costs can easily be proved from the records while profes
sional opinions are—opinions.
The chapters on capital and surplus should serve to clear up a lot of confused
thinking on these subjects, especially in reference to no-par stock and so-called
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reserves. The closing chapter on liabilities of directors contains some valuable
suggestions for the practising auditor. While few except listed corporations
are affected by the stock-exchange acts, many state legislatures have enacted
or are considering more or less drastic laws concerning the responsibilities and
liabilities of directors; and the alert auditor can be of great service in calling
attention to acts, or failures to act, which may be discovered in the course of
an audit.
Hypercritical as it may seem, I venture on behalf of the young auditor, who
in the majority of cases will become a small-town practitioner, to protest against
Mr. Montgomery’s sweeping statements that ‘‘it is no part of an auditor’s
duties to locate errors on the trial balance,” and that “any one who spends his
time in such work is not and is not developing into a professional auditor”
(pp. 73/4). On the contrary, helping the bookkeeper to find his errors should
go far to enlist his cordial cooperation during the audit, and I know of no better
way for the young auditor to gain practical experience in finding mistakes.
Moreover, it is fair to assume that the bookkeeper has already done his best,
and if assistance is refused there is danger of his forcing a balance somewhere
—which might give the auditor still more trouble!
Comparing present with past auditing practice, one is struck by the tendency
of auditors today to assume a more assertive and authoritative attitude in
laying out audit programs and determining proper disclosures to be made in
statements and reports. Inasmuch as Mr. Montgomery, from his earliest
edition (Dicksee’s), has always upheld the highest standard of professional
independence and responsibility, it must be gratifying to him to observe this
realization of his life-work.
W. H. Lawton.
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by members of the American Institute of Accountants who are
practising accountants and are published here for general information. The
executive committee of the American Institute of Accountants, in authorizing
the publication of this matter, distinctly disclaims any responsibility for the
views expressed. The answers given by those who reply are purely personal
opinions. They are not in any sense an expression of the Institute nor of
any committee of the Institute, but they are of value because they indicate
the opinions held by competent members of the profession. The fact that
many differences of opinion are expressed indicates the personal nature of
the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
QUALIFICATION ON CERTIFICA TE REGARDING A UDIT OF
SUBSIDIARIES

Question: We have been called upon to make an audit of the XYZ company,
a joint stock association, which owns practically 100 per cent of the stock of
various subsidiary corporations. The XYZ company is a large operator in
a major industry, while the subsidiary corporations operate only in kindred
lines.
The ownership of the XYZ company is closely held and the general public is
not interested in its welfare. The XYZ company borrows money from banks.
Some of the loans are unsecured, but the majority is secured. This money is
used to finance the operations of the XYZ company and to make advances to
subsidiary corporations. The XYZ company carries the investments in sub
sidiary corporations at the lower of cost or book values of the respective com
panies, and these items are to be treated in this manner on the balance-sheet.
We are requested to prepare a certified balance-sheet of the XYZ company
without examination of the books and accounts of the subsidiary corporations
and give an unqualified certificate as to the financial position of the XYZ com
pany. Detail statements of the various subsidiary corporations are available
to us in the office of the XYZ company, all of which have been prepared by
XYZ internal audit department. The XYZ company has a well developed
system of accounting and reports. We are accorded the privilege of sending
out from the office of the XYZ company any verification letters we may deem
necessary regarding the accounts of subsidiary corporations. The subsidiaries
are widely scattered and the XYZ company does not consider it necessary to
incur the expense of auditing the subsidiaries.
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Please advise whether it would be necessary to qualify our certificate as
to the audit of subsidiaries or, providing we could obtain satisfactory infor
mation from the office of XYZ company, if an unqualified certificate would
be in order.
Answer No. 1: The question does not give any indication of the relative
size of the investments in and advances to subsidiary companies in comparison
with the total assets of the parent company.
If the investments in and advances to subsidiary companies represent an
important part of the total assets of the holding company, we do not think
that in ordinary circumstances an accountant would be warranted in signing
any certificate on the accounts of the holding company unless he had made
examinations of the accounts of the subsidiaries either at the date of the
balance-sheet or at some relatively recent date. We can not, of course, give a
definite opinion as to the extent of the examinations. Broadly speaking, how
ever, we should consider that the examinations to be made of the accounts
of subsidiary companies should be as extensive as would be made if the same
accounts were found in branches of the parent company not separately
incorporated.
On the other hand, if in the accounts of the holding company these assets in
subsidiary companies represent a relatively small part of the total assets, we
believe that a certificate could be given, but only with a definite qualification.
Such a qualification should state that no examinations had been made of the
subsidiary companies and that the accounts of those companies had been ac
cepted on the basis of statements prepared by the company’s internal auditors
and that they represented only approximately a given percentage of the total
assets.
Answer No. 2: We are of the opinion that the accountant should state clearly
in his report, with reference to the investments of XYZ company in subsidiaries,
that he has not examined the books of account and supporting data of such
subsidiaries and the extent of the information regarding the affairs of the sub
sidiaries furnished him by the management of XYZ company. Finally, his
opinion should be qualified in respect to such comments. We assume that the
accountant would qualify his report further if the statements of the sub
sidiaries examined by him disclosed any condition affecting the value of invest
ments in subsidiaries as shown in the balance-sheet of XYZ company.
Answer No. 3: It seems to us, irrespective of the information available in
the office of the holding company regarding the status of the various sub
sidiaries, and having in mind the correspondence between the special committee
on cooperation with the stock exchanges, of the American Institute, and the
committee on stock list of the New York stock exchange, in which a uniform
certificate was decided upon and this particular point was stressed, that it is
essential that the certificate to be issued by the independent auditor of this
company should be qualified by stating that the subsidiary companies’ in
vestments and advances are included at cost or book value and that no audit
of these accounts had been made by independent auditors. Without this
qualification it would naturally be assumed by anybody receiving the state
ment of the parent company, with the auditors’ certificate, that the auditors
had satisfied themselves as to the values assigned to these various investments
and advances to subsidiaries.

314

Accounting Questions
EXPENSES OF RETAIL COAL DEALERS

Question: Will you please obtain, if possible, the generally accepted basis used
in allocating the following expenses (of retail coal dealers handling both coal
and coke) to coal and coke sales:
1. Yard expense
2. Selling expenses
3. Administration and general expenses
Answer No. 1: It has not been my practice definitely to allocate these ex
penses on the books of account or in my report. I usually show them as deduc
tions from the gross margin of profit realized from the sale of both commodities.
As a matter of information, however, usually I calculate these expenses on a
tonnage basis and, in my opinion, if it is desired to allocate them definitely, the
tonnage basis is a fair one.
I do not know of any alternative basis that could be fairly used with respect
to yard expenses; but selling, administrative and general expenses might be
allocated, if desired, on the basis of the respective dollar volume of sales of each
commodity to the total sales.
CAPITALIZATION OF REPAIR ITEMS

Question: The client (a manufacturing company) carries machinery and
equipment at original costs in excess of $750,000. It has been customary in the
past to charge to the repair account items, say, of $50 or under, which are not
considered wholly as capital expenditures, with the exception, however, that
such items as painting, re-surfacing, etc., are charged to the repair account.
The board of directors of the concern felt that with increasing investment in
new machinery, etc., the total amount of depreciation was so steadily increasing
as to cause the company considerable concern in the computation of costs of
manufacturing of various commodities. In due course, it was suggested that
many of the items charged against repairs were in fact wholly or partly of a
capital nature; and with this idea in mind it has been the custom for several
years to capitalize one-half of its repairs by monthly journal entries. This
procedure had the approval of the directors of the company, although the full
original charges to repairs had been deducted for income-tax purposes and
allowed by the internal-revenue bureau.
We do not know of any case where a similar procedure is practised, and for
the preparation of certificates of audit I am writing to ask you if in your opinion
this practice is “in accordance with accepted principles of accounting.”
Answer No. 1: It seems to me that the whole question turns upon the rates of
depreciation which are in use and for what such depreciation is to provide.
The practice of charging small items of what would otherwise be capital expen
diture, say of $50 or less, to an expense account is not an unusual one in large
corporations and can well be defended. It is a practicable and conservative
practice.
The deliberate charging of 50 per cent of the regular repair account to capital
expenditure is, however, quite another proposition and can not be defended in
any circumstances, unless it is done merely as a measure to equalize charges for
repairs from year to year. If this practice were followed there might be equal
justification for charging the whole repair account to capital. The justification
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for such an action could, of course, only be found in establishing such a rate of
depreciation as would take care of normal repairs. If the company has used
rates of depreciation which will do this there can be no great criticism.
Possibly a better plan, however, would be to charge off all repairs in the year
when they are made, with the exception, possibly, of major repairs of material
amount—such, for instance, as the reroofing of a whole building or the replace
ment of a costly fence which in the course of years has become unserviceable.
In these circumstances there would be justification for spreading such cost over
a limited period of from three to five years. I think this would be a better plan
than that apparently followed by your correspondent’s client. The case in
point could only be considered as “ in accordance with accepted principles of
accounting” if the rates of depreciation were undoubtedly sufficiently large to
carry this added burden.
Answer No. 2: The question here appears to be entirely one of fact. If the
items capitalized do not in the opinion of the accountant extend the useful life
of the equipment beyond that contemplated by the rates being used for depre
ciation and obsolescence, such capitalization could not be said to be “in ac
cordance with accepted principles of accounting.”
In other words, if the only reason for this procedure is to reduce the apparent
expense of doing business so that the apparent costs of manufacturing various
commodities will be less, than they would be if properly calculated, the proce
dure would not appear to be correct.

316

Current Literature
Compiled in the Library of the American Institute of Accountants.

ACCOUNTANCY
Law
New York
Horner, Harlan H. Administration of the C.P.A. Law in New York State.
New York Certified Public Accountant, January 1935, p. 32-56.

Law
United States
Springer, Durand W. State Accountancy Legislation.
Accountant, February 1935, p. 101-4.

Certified Public

ACCOUNTANTS
Chant, Sperrin. Old and New Methods of Selecting Men. Canadian Char
tered Accountant, January 1935, p. 38-46.
Stewart, Robert. Hints to Accountants Contemplating Going Abroad. Ac
countants’ Journal (Eng.), January 1935, p. 655-8.

ACCOUNTING
Pettengill, Paul W., and Johnson, Louis J. Modern Bookkeeping and Ac
counting. Waukegan, Illinois, Lake College of Commerce, c 1934. 3
volumes.

History
Grier, Elizabeth. Accounting in the Zenon Papyri.
University Press, 1934. 77 p.

New York, Columbia

Uniform Methods and Systems
Darby, Walter R. Uniform Accounting; a Paper Read Before the Convention
of the National Association of State Auditors, Comptrollers and Treasurers
at Atlanta, Georgia, November 22, 1934. Municipal Finance, February
1935, p. 12-5.

AIR TRANSPORTATION
Accounting
Clerihue, V. R. Accounts of an Air Transportation Company.
Chartered Accountant, March 1935, p. 180-202.

Canadian

Cost Accounting
Goodwin, E. W. Cost Accounting for Air Transport.
February 1935, p. 300-7.

Cost Accountant,

BAKERIES
Murray, Charles. Manufacture and Distribution of Bread.
Accountancy, March 1935, p. 190-200.

Journal

of

BANKS AND BANKING
Accounting
Eastham, Merrill T. Income and Expense Accounting; a Short-Cut System
that Supplies Complete Figures Promptly at Low Cost. Burroughs
Clearing House, January 1935, p. 16-8, 22-4.

Auditing
Hurdman, Frederick H. Need for Examination of Banks by Accountants.
New York Certified Public Accountant, January 1935, p. 74-82.
McLaughlin, George V. Vital Need of Private Examination of Banks. New
York Certified Public Accountant, January 1935, p. 72-3.

317

The Journal of Accountancy
BUDGETS, BUSINESS
Hadden, A. A. Budgets and Budgetary Control from the Standpoint of an In
dustrial Engineer. Illinois Manufacturers’ Costs Association
Monthly Bulletin, February 19, 1935, p. 1, 3-4.
Hawkins, J. Budgeting in Industry. Cost Accountant, January 1935, p.
271-9; Discussion, p. 279-90.

BUILDING AND LOAN ASSOCIATIONS
Accounting
Ballard, John W. Analysis of Building-and-Loan Statements.
Accountancy, March 1935, p. 186-9.

Journal of

CARPETS, RUGS, ETC.
Cost Accounting
Institute of Carpet Manufacturers of America, Inc. Cost Manual, Carpet
and Rug Industry. New York, Institute of Carpet Manufacturers of
America, Inc., 1935. 80 p.

CLUBS
Auditing
Moore, Harold.

Audit of a Club.

Accountant, December 8, 1934, p. 825-6.

COST AND FACTORY ACCOUNTING
Jones, R. A.

Cost Accounts and Their Relation to General Accounts. Com
Journal of Accountancy, December 1934, p. 97-105.

monwealth

Standard Costs
Green, E. A. Practical Standards—Their Development and Use. New York,
National Association of Cost Accountants, February 1, 1935. (N. A. C. A.
Bulletin, v. 16, no. 11, section 1, p. 641-56.)
Patterson, T. H. Practical Standards for Manufacturing Expense. New
York, National Association of Cost Accountants, February 1, 1935.
(N. A. C. A. Bulletin, v. 16, no. 11, section 1, p. 657-74.)

Uniform Methods and Systems
Matthews, C. N. Uniform Costing by Industries.
January 1935, p. 250-6; Discussion, p. 256-70.

Cost Accountant,

CREDIT
Driscoll, Hugh M. Budget in Bank Credit Analysis. Robert Morris
Associates Monthly Bulletin, February 1935, p. 237-9.

DEPRECIATION, DEPLETION AND OBSOLESCENCE
Lang, B. W. Fixing Depreciation on the Basis of Business Volume.
Management, February 1935, p. 34-9.

Cost and

EDUCATION
Carman, Lewis A. Education for Professional Accountants.
Accountancy, March 1935, p. 210-8.

Journal of

EXAMINATIONS
Westby-Nunn, Edward. Some Common Mistakes Made in Answering Ques
tions in the Legal Papers of the Accountancy Examinations. Accountants’
Journal (Eng.), January 1935, p. 669-79.

FOREIGN EXCHANGE
Accounting
Kerr, F. L.
tered

Treatment of Foreign Exchange in Accounts.
Accountant, March 1935, p. 168-79.

Canadian Char

GOVERNMENT
Costs
National Industrial Conference Board, Incorporated. Cost of Government,
1923-1934. New York, National Industrial Conference Board, Incor
porated, c 1934. 46 p.

318

Current Literature
INDUSTRIAL RECOVERY
Jack, D. T. American Recovery Programme.
cember 1934, p. 614-22.

Accountants’ Magazine, De

INSURANCE, FIRE
Harbord, Graham. Buying Fire Insurance.
Journal, January 1935, p. 146-8.

Incorporated Accountants’

INSURANCE, LIFE
Cost Accounting
Davies, G. Fay. Cost Accounting in Life Insurance Companies.
Management, February 1935, p. 39-52.

Cost and

INSURANCE ACCOUNTS
Accounting for Business Life-Insurance.
countancy, March 1935, p. 179-85.

Knapp, D. G.

Journal

of

Ac

INVENTORIES
Valuation
Chan, Stephen. Treatment of Declines in Inventory Values.
Accountancy, March 1935, p. 171-8.

Journal of

MONEY
James, F. Cyril. Economics of Money, Credit and Banking. Edition 2,
Revised and Enlarged. New York, Ronald Press Company, c 1935.
678 p.

MOVING PICTURE THEATERS
Accounting
Rickman, S. D. Accounting for Motion Picture Theater Chain.
Service Bulletin, January 1935, p. 1, 4-5.

Pathfinder

PRICES
Boyd, Orton W. N. R. A. and Destructive Price Cutting.
Accountant, February 1935, p. 69-77.

Certified Public

REAL ESTATE MANAGEMENT
Accounting
Mechanized Accounting in an Average-Sized Office. Buildings and Building
Management, January 1935, p. 22-3.
Mechanized Accounting System has Many Advantages. Buildings and Build
ing Management, January 1935, p. 21-2.
Reed, Stacy M. Budget Control System for Maintenance Expenses. Build
ings and Building Management, February 1935, p. 24-6.

SCHOOLS, COLLEGES, ETC.
Accounting
National Committee on Standard Reports for Institutions of Higher Education.
Financial Reports for Colleges and Universities. Chicago, Illinois, Uni
versity of Chicago Press, c 1935. 285 p.

SHOE INDUSTRY
Cost Accounting
Bennett, Clinton W. Cost Plan for the Women’s Shoe Industry. New York,
National Association of Cost Accountants, February 15,1935. (N. A. C. A.
Bulletin, v. 16, no. 12, section 1, p. 677-703.)

STOCK EXCHANGES
Herwood, Herman. New York and London Stock Exchanges.
Public Accountant, February 1935, p. 79-86, 100.

319

Certified

The Journal of Accountancy
Government Regulation
Federal Revenue Act of 1934; Papers Read at a Forum Held by the Massachusetts
Society of Certified Public Accountants, Incorporated, December 17, 1934.
16 mimeographed pages.
Landis, James M. Interpretations of Rulesfor Listing and Issuance of Securities.
New York Certified Public Accountant, January 1935, p. 18-27.
TAXATION, UNITED STATES
Arthur, Donald. Important Changes in the 1934 Revenue Act. New York
Certified Public Accountant, January 1935, p. 83-90.
Income and Excess Profits
Castenholz, William B., and Vogel, Milton. 1935 Manual of Federal Income
Tax Procedure. Chicago, Illinois, LaSalle Extension University, c 1935.
178 p.
Cooper, Walter A. M. Actual Gross Income vs. Taxable Gross Income Under
1934 Act. New York Certified Public Accountant, January 1935,
p. 3-17.
Staub, Walter A. Important Income Tax Decisions of the Past Year. New
York Certified Public Accountant, January 1935, p. 57-71.
Municipal
Hillhouse, A. M. New Sources of Municipal Revenue. Chicago, Illinois,
Municipal Finance Officers’ Association of the United States and Canada,
1935. 74 p.
Sales
Blakey, Roy G. Sales Tax. Tax Magazine, February 1935, p. 63-70.
VALUATION
Peloubet, Maurice E. Is Value an Accounting Concept? Journal of Ac
countancy, March 1935, p. 201-9.

Periodical addresses:
Accountant, 8 Kirby Street, E. C. 1, London, England.
Accountants’ Journal (Eng.), 8 Kirby Street, E. C. 1, London, England.
Accountants’ Magazine, 23 Rutland Square, Edinburgh, Scotland.
Buildings and Building Management, 139 North Clark Street, Chicago, Illinois.
Burroughs Clearing House, Second Boulevard and Burroughs Avenue, Detroit, Michigan.
Canadian Chartered Accountant, 10 Adelaide Street East, Toronto, Canada.
Certified Public Accountant, Accountants Publishing Company, National Press Building,
Washington, D. C.
Commonwealth Journal of Accountancy, 59 William Street, Melbourne, Australia.
Cost Accountant, 23 Queen Square, London, W.C. 1, England.
Cost and Management, 81 Victoria Street, Toronto, Canada.
Illinois Manufacturers’ Costs Association Monthly Bulletin, 120 South LaSalle Street, Chicago,
Illinois.
Incorporated Accountants’ Journal, Victoria Embankment, W. C. 2, London, England.
Journal of Accountancy, 135 Cedar Street, New York, N. Y.
Municipal Finance, 850 East 58th Street, Chicago, Illinois.
N. A. C. A. Bulletin, National Association of Cost Accountants, 385 Madison Avenue, New
York, N. Y.
New York Certified Public Accountant, New York State Society of Certified Public Accountants,
30 Broad Street, New York, N. Y.
Pathfinder Service Bulletin, Charles R. Hadley Company, 330 North Los Angeles Street, Los
Angeles, California.
Robert Morris Associates Monthly Bulletin, Lansdowne, Pennsylvania.
Tax Magazine, 205 West Monroe Street, Chicago, Illinois.

320

